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FOREW ORD
The public interest in tax reform has probably never been greater
than it is now. The federal tax division of the A m erican Institute of
Certified Public A ccountants supports the current congressional review
of m any basic concepts underlying our self-assessment tax system and
is hopeful th at greater equity and simplification of our system will result.
The tax division has becom e increasingly concerned with the im pact
of o u r tax system on capital form ation and recovery. E ven before the
recent period of high inflation, our capital needs were accelerating at
a rate considerably beyond the ability of our econom y to generate new
capital. A s further consideration is given to tax reform , we strongly
urge th at Congress give adequate recognition to the im pact of taxes on
the form ation of capital and the recovery of capital costs.
The tax division is presently studying the effects of inflation on our
federal tax system. P art of th at study is directed tow ard identifying
Internal R evenue Code provisions th at contain specific dollar lim ita
tions; a prelim inary survey indicates there are approxim ately one
hundred such provisions. M any of these lim itations were enacted a
num ber of years ago, when o u r rate of inflation was negligible. T hat
situation has changed in the last two years. Accordingly, we recom 
m end th a t all Code sections th at contain dollar am ounts be reviewed
periodically by Congress to ensure th at the original objectives of these
sections are being met.
The tax division intends to continue to subm it its views on tax reform
proposals as such proposals are developed by Congress, the Treasury
D epartm ent, and the Internal R evenue Service. As part of this con
tinuing effort, the legislative recom m endations in this booklet are of
fered for consideration. W e urge their adoption.
Fed eral T a x Division

A m erican Institute of Certified Public A ccountants
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Determination of
Tax Liability

SECTION 1
Treatment of Certain Married Nonresident Aliens
and U.S. Citizens as Single Taxpayers
Married nonresident aliens and U.S. citizens or resident aliens married to
nonresident aliens should be entitled to all benefits accorded single tax
payers, since they cannot elect to file a joint return with spouse. [Sec
tions 1, 58(a), 217(b)(3), 1201(d)(3), 1211(b)(2), 1348(c)]
The Tax Reform Act of 1969 amended Section 1 of the Code by
providing a new lower rate schedule for single taxpayers. The older,
higher rate schedule remained applicable to married individuals filing
separate returns. This higher rate schedule was retained to prevent
married couples, who could elect to file separate or joint returns, from
arranging their aff airs and income in such a way that their combined tax
would be less by using separate returns than by using a joint return.
Such an arrangement is notably possible in community property states.
Not all married taxpayers, however, can elect to file joint returns. A
married person who is a nonresident alien at any time during a taxable
year and a U.S. citizen or a resident alien married to a spouse who was
a nonresident alien at some time during the taxable year are not per
mitted, under Section 6013(a), to file joint returns. Nevertheless, the
language of the Code requires that these individuals use the higher
rates applicable to married individuals filing separately.
This result not only seems contrary to the intent of Congress in
adjusting the tax rate schedules, but is inequitable. If married non
resident aliens are required to use the older higher rate schedules, their
tax burden will generally be higher than nonmarried nonresident aliens.
It would appear that Congress did not intend to discriminate between
nonresident aliens who are married and those who are not, and between
U.S. citizens who have alien spouses and those who do not.
The IRS has now confirmed, in Revenue Ruling 72-413 (IRB 197235, 12) that married nonresident aliens must use the higher separate rates
for married persons, although no mention is made in the technical infor
mation release with respect to U.S. citizens or resident aliens with
nonresident alien spouses.
Similar inequities exist in not allowing nonresident aliens and U.S.
citizens or resident aliens married to nonresident aliens to be treated as
nonmarried individuals for purposes of
1. the $30,000 exemption in computing the minimum tax for tax
preferences [Section 58(a)],
2. the $1,000 and $2,500 limitations on certain moving expenses [Sec
tion 217(b)(3)],
3

3.

the $50,000 limit on Section 1201(d) gain in computing the alterna
tive tax [Section 1201(d)(3)],
4. the $1,000 limitation on net capital losses [Section 1211(b)(2)],
5. the 50 percent maximum tax rate on earned income [Section
1348(c)].
The six Code sections listed above should be appropriately amended
to allow such taxpayers to be treated as unmarried for the purposes
contained therein.

SECTION 47
Disposition of Section 38 Property—Additional
Exceptions
Section 47(b) should be amended to provide an additional exception to
the definition of “early dispositions” where the sale or exchange of
qualifying Section 38 property by one member of a “controlled group”
(as defined in Section 1563) is to another member of such group and
the transferee agrees to be liable for the recapture of the investment
credit upon a subsequent disposition of such qualifying property.
Section 47(b) presently recognizes that an “early disposition” does
not occur by reason of a mere change in the form of doing business.
However, in order to come within this exception, several requirements
are necessary, including (1) the retention by the taxpayer of a sub
stantial interest in the trade or business and (2) a carryover basis to
the transferee.
In the situation covered, the property has been sold or exchanged to
a different corporation, but the controlled group of corporations has
remained intact.
Regulations Section 1.47-4(b) provides for an agreement similar to
that contemplated above in order to avoid recapture of investment
credit where a corporation makes an election under Section 1372 to be
an electing small business corporation.

4

SECTION 48
Used Section 38 Property
Investment credit should normally be allowed to a purchaser in a
transaction if the seller sustained an investment credit recapture as a
result of disposing of the property in that transaction. [Section 48(c)(1)]
Under existing law, it is not infrequent for one party to a transaction
to suffer a recapture of investment credit without the other party to
the transaction being allowed any investment credit. The used property
limitations were designed to prevent obtaining an investment credit in
each of a succession of transactions involving related parties, but were
apparently not intended to result in a complete or partial denial of
investment credit (subject to the used property dollar limitations) solely
because of such transactions.
The recommendation contemplates allowance to a buyer of in
vestment credit in all such transactions, in the maximum amount of
the investment credit recaptured by the seller, subject to the used
property dollar limitations as to utilization.

5

Computation of
Taxable Income

SECTION 61
Compensation for Services
Such items as commissions earned by an insurance agent on policies on
his own life and real estate commissions received by a salesman on a
purchase of real estate for his own account represent a reduction in
cost and should not be treated as compensation for services rendered.
[Section 61(a)(1)]
In Sol Minzer v. Commissioner, CA-5, 279 F2d 338 (1960), it was
held that a broker’s commission on policies on his own life was income
to him and in Kenneth W. Daehler v. Commissioner, CA-5, 281 F2d
823 (1960), it was held that the commission received by a salesman on
real estate purchased for his own account was compensation for services.
No economic income can be derived from services rendered to one’s
self and, therefore, no taxable income should arise.

SECTION 62
Alimony
Alimony payments should be an item to be subtracted from gross income
in arriving at adjusted gross income rather than an itemized deduction.
At present, alimony paid by an ex-husband is subtracted from ad
justed gross income rather than from gross income in computing taxable
income. The ex-wife receiving alimony is required by Section 71 to
include that amount in computing her gross income. However, if the
ex-husband utilizes the standard deduction, any alimony payments will
not be deductible by him; he will receive no tax benefit from the alimony
payment. In Michigan, where the state income tax is computed on the
basis of the federal adjusted gross income, that amount is reduced by
a deduction for any alimony payments. This reaches a more equitable
result.
Alimony is includable in the ex-wife’s gross income because it is
for her use and support, not her ex-husband’s. The present scheme
discriminates against lower income ex-husbands who use the standard
deduction. Consequently, the alimony payments are subjected to
double taxation. This is in contrast to the ex-husband who itemizes his
deductions. However, even a taxpayer who chooses to itemize, pri9

m arily to utilize a substantial alim ony deduction, also suffers because he
m ust forego the benefits of the standard deduction.
Therefore, the categorization of alimony as an item ized deduction
in Section 215 should be elim inated, and Section 62 should be am ended
to include alimony paym ents as a deduction in com puting adjusted
gross income.

SECTION 62
Adjusted Gross Income
AH unreimbursed employee business expenses, such as entertainment
expenses, should be deductible in arriving at adjusted gross income.
[Section 62(1)]
U nder current law certain unreim bursed employee business expenses
are deductible only as an item ized deduction and are not treated as a
trade o r business expense deductible in arriving at adjusted gross in
come. Section 62(1) should be am ended to include all trade or busi
ness expenses.
C urrently, self-em ployed individuals m ay deduct all trade and busi
ness expenses in arriving at adjusted gross incom e, whereas an em 
ployee m ay not be able to deduct the sam e expense unless he itemizes
his deductions.

SECTION 121
Gain on Sale of Personal Residence by Taxpayers
Over 65
The limitation under Section 121(b) should be increased from $20,000
to $40,000 to reflect current real estate values.
Since this provision becam e a p a rt of the tax law, real estate values
in general have skyrocketed and th e $20,000 lim itation no longer
reflects realistic values. T herefore, we recom m end th at the lim itation
under Section 121(b) should be increased from $20,000 to $40,000
to reflect current real estate values.
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SECTION 162
Application of "Overnight Rule" for Business
Expenses
A deduction should be allowed for meal expenses on business trips
whether or not the taxpayer is away from home overnight. [Section
162(a)(2)]
Section 162 perm its a deduction for business expenses while away
from hom e on business trips. T he IR S has consistently disallow ed such
expenses unless the taxpayer is away from hom e overnight, except where
business needs require th at rest be obtained during released time.
U ntil 1967, the courts did not support the IRS, stating, in effect, th at
the w ord “overnight” does not appear in the Code and, therefore, has no
application. H ow ever, in 1967 the Suprem e C ourt of the U nited States
(in U. S. v . Correll et ux., 389 US 299 (1967)) held that daily trips not
requiring rest or sleep are “not away from hom e.” Thus, business
expenses incurred during such trips are not deductible. This decision
disregards the basic econom ic fact th at an abnorm al expense is incurred
in m any such situations. The problem is illustrated by the recent case
of Frederick J. Barry, C A -1, 435 F 2 d 1290 (1970) in which the tax 
p ayer found it necessary to keep a blanket and pillow in his car for ca t
naps, but still was not allowed a deduction for meals.
Legislation should be enacted so th at the taxpayer is required neither
to be away from hom e overnight nor to rest or sleep to claim this
deduction.

SECTION 167
Depreciation of Leasehold Improvements
Leasehold improvements should be considered depreciable property
even though the estimated economic life of the property is longer than
the term of the lease.
U n d er the provisions of Section 167, taxpayers are perm itted various
accelerated m ethods of depreciation providing the asset is property used
in the trade or business of the taxpayer or property held for the produc
tion of incom e. O n the other hand, am ortization deductions under Sec11

tion 162 are only allowable in equal annual am ounts over the life of the
lease.
R egulations Section 1.167(a)-4 indicates that capital expenditures for
im provem ents on leased property are recoverable through allowances for
either depreciation or am ortization. If the useful life of the im prove
m ents is equal to or shorter than the rem aining period of the lease, the
allowances take the form of depreciation under Section 167. W here the
useful life of the im provem ents is longer than the term of the lease,
R egulations Section 1 .1 6 2 -1 1(b)(1) provides th at an annual am ortization
deduction is allowed which is equal to the total cost of the im provem ents
divided by the num ber of years rem aining in the term of the lease.
The Suprem e C ourt has held in H ertz Corporation, 364 US 122
(1960), and M assey M otors, Inc., 364 US 92 (1960), that for purposes
of depreciation “useful life” is the period over which the assets may
reasonably be expected to be useful to the taxpayer in his trade or busi
ness, and not the period of the econom ic life of the assets. If a taxpayer
has m ade im provem ents on leased property where the term of the lease
is shorter than the econom ic life of the im provem ents, the useful life to
th at taxpayer is the term of the lease. This taxpayer should therefore
be entitled to an accelerated depreciation deduction and not be restricted
to straight-line am ortization. In determ ining the term of the lease,
Section 178 would, of course, be applicable.

SECTION 167
Amortization of Intangible Assets
The cost of purchase goodwill, trademarks, trade names, secret processes,
formulas, licenses, and other similar intangible assets should be amor
tizable over a stated period fixed by statute to the extent that such items
are not otherwise deductible under other sections of the Code. [Sec
tions 167,177, 248]
The C ode perm its a deduction for developm ent of certain intangible
assets (research and experim ental expenses under Section 174; trad e
m ark o r trade nam e expenses under Section 177).
It is inequitable to treat the costs of intangible assets purchased by a
taxpayer differently from those incurred in th e developm ent of intangible
assets. A taxpayer who purchases certain intangible assets can am ortize
their costs if a definitely determ inable life can b e established for them
or, failing that, upon proof of abandonm ent of the asset.
12

W hile it m ay be difficult o r im possible to dem onstrate with reasonable
certainty either a definitely determ inable life or abandonm ent, the value
of any intangible ultim ately disappears. T he recorded cost of such assets
should be am ortized over some period— if not the useful life, then an
arbitrary tim e period.
A statutory provision for the am ortization of the cost of intangibles
would recognize the resolution of the accounting problem s presented by
such assets. T he earlier accounting treatm ent of intangibles w ithout a
lim ited life was to defer their write-off until it becam e reasonably evident
they were worthless. O pinion N o. 17 of the A ccounting Principles B oard
of the A m erican Institute of Certified Public A ccountants (A ugust 1970)
states th at the cost of an intangible asset should be w ritten off over its
estim ated life and that such life should be determ ined by analysis of
appropriate factors, b u t the period of am ortization should n ot be in
excess of forty years.
A sim ilar rule should be established for tax purposes. In addition,
there should be provision for recapture of claim ed am ortization in event
of a sale o r other disposition of the intangible asset.

SECTION 172
Eight-Year Carryover of Initial Losses
A carryback-carryover period of eight years should be allowed in the
case of corporations which have been in existence less than three tax
able years. [Section 172(b)(1)]
It frequently happens th at new corporations, particularly small busi
nesses, undergo a substantial period of operating losses at the beginning
of their existence and m ay find th at the inability to carry back such losses,
coupled w ith the five-year carryover lim itation, results in a period insuffi
cient to perm it taxable incom e to reach a level w here initial losses can
be fully absorbed.
In order to provide relief to new corporations, it is recom m ended that
a com bined carryback and carryover period of eight years be provided.
T hus, a loss sustained in the first year should be eligible as a carryover
for eight years following the loss year; a loss sustained in the second year
should be eligible for a one-year carryback and a seven-year carryover,
and so forth. T his w ould provide equality of treatm ent with existing
corporations in th at an eight-year period w ould be available to all.
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SECTION 212
Deduction for Prelim inary Investigation of
Business or Investment Opportunities
Expenses paid or incurred by an individual during a taxable year with
respect to expenditures incurred in search of a prospective business or
investment should be deductible regardless of whether th e proposed
transaction was consummated.
Prior to 1957, the IRS followed I.T. 1505 (I-2 CB 112) in permitting
a deduction for expenses incurred in determining whether or not an
investment should be made. The ruling held that such an investigation
constituted a transaction entered into for profit and that upon abandon
ment of the enterprise the expenses incurred became a loss deductible in
the year of abandonment.
I.T. 1505 was based upon Section 214(a)(5) of the Revenue Act of
1921 and related regulations. This section of the 1921 Act corresponds
to Section 165(c)(2) of the Internal Revenue Code of 1954, which allows
a deduction by individuals for “losses incurred in any transaction entered
into for profit, though not connected with a trade or business. . . . ”
Revenue Ruling 57-418 (1957-2 CB 143) revoked I.T. 1505 after
reviewing the history of the application of the rule and established a new
rule that “a loss sustained during a taxable year with respect to expendi
tures incurred in search of a prospective business or investment is
deductible only where the transaction has actually been entered into and
the taxpayer abandons the project.”
Expenditures made in connection with a preliminary investigation of
business or investment opportunities should be deductible even if a tax
payer abandons the prospective project before entering into a material
amount of activity in connection with it. Such preliminary expenditures
should be equivalent to those which are admittedly deductible where the
taxpayer has engaged in material activity. See Charles T. Parker, 1 TC
709 (1943), distinguished by the IRS in Revenue Ruling 57-418.
There appears to be no equitable justification for limiting the deduction
of investigatory expenses to situations where the prospective business or
investment was actually entered into and subsequently abandoned. If a
taxpayer makes a good faith investigation of a business prospect which
is clearly identifiable and incurs expenditures reasonable and necessary
thereto, then ordinary standards of equity and fairness should permit
deduction of those expenses. The requirement of material activity in
the business before deduction of those expenses is permitted places an
arbitrary and unbusinesslike burden on individuals interested in develop
ment of new economic opportunities.
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SECTION 212
Deductibility of Expenses of Estate Planning
It should be made clear that a deduction is allowable for the ordinary
and necessary expenses paid or incurred in connection with estate
planning.
The economic complexities of life today are immeasurably increased
upon death unless there has been proper planning for this event. For
this reason, many individual taxpayers seek advice in the planning of
their estate. Some of the benefits from such advice are assurance of the
proper transfer of assets, the preservation and conservation of these
assets until beneficiaries are mature enough to own and manage them
outright, saving of income and estate taxes, and obtaining increased
liquidity for the estate.
In many instances, it is possible to demonstrate that the expense
incurred for such advice is deductible because it was incurred for the
management, conservation, or maintenance of property held for the
production of income. Thus in Bagley, 8 TC 131 (1947), acq. 1947-1
CB 1, the court allowed a deduction for fees paid for advice and plan
ning with respect to rearrangement and reinvestment of a taxpayer’s
estate.
A major part of most estate planning advice is the possibility of tax
savings. Although the advice given is for future use as opposed to
advice in connection with an immediate tax liability, the expense
incurred to obtain such advice still should be deductible. Expenses
incurred for tax advice should be allowed regardless of whether the
advice is for present or future tax liability. Tax planning is accepted
as a necessary defense, and the cost of obtaining advice to minimize or
defer future tax liabilities should be as deductible as similar costs paid
for present taxes.
No estate plan is complete without the drafting of necessary legal
instruments such as will or trusts. Since such costs are related to the
other estate planning activities (i.e., preservation of property, obtaining
of tax advice, etc.), the ordinary and necessary expenses for such advice
also should be deductible.
This area is charged with uncertainty today, and it would be prefer
able to have a clear statutory statement that the ordinary and necessary
expenses of obtaining estate planning advice are deductible.
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SECTION 245
Certain Dividends Received From W holly Owned
Foreign Subsidiaries
The 100 percent dividends-received deduction should be liberalized by
reducing the required percentage of ownership by the domestic corpo
ration from 100 percent to 80 percent and permitting this deduction
to U.S. corporations whose foreign subsidiaries have less than all of
their gross income effectively connected with a U.S. trade or business.
[Section 245(b)]
Section 245(a) provides that, if a foreign corporation is engaged in
trade or business in the U nited States for a thirty-six-m onth period, and
if 50 percent or m ore of its gross incom e for such period is effectively
connected w ith the U.S. trade or business, a corporate recipient of
dividends paid by the foreign corporation is entitled to the 85 percent
dividends-received deduction to the extent the dividend is paid out of
earnings and profits attributable to gross incom e effectively connected
with the foreign corporation’s U.S. business.
Section 245 (b) provides that, in lieu of the 85 percent deduction of
Section 245(a), a 100 percent deduction will be allowed if (1) the
foreign corporation is a 100 percent-ow ned subsidiary and (2) all of its
gross incom e for the year out of the earnings and profits of which the
dividend is paid was effectively connected with a U.S. trade or business.
T he 100 percent deduction is only available if a Section 1562 election
for the p aren t was not effective either in the year the earnings arose
or in the year the dividend is received.
Section 245(b) is generally com parable to Section 243(b), which allows
a 100 percent dividends-received deduction for certain dom estic inter
corporate dividends. H ow ever, Section 243(b) requires only the 80
percent ow nership needed fo r affiliated group status to qualify the
dividend for the special deduction, rather than the 100 percent required
in Section 245(b).
F urth er, the requirem ent th at all gross incom e of the foreign corpora
tion be effectively connected with a U.S. business seems extrem ely harsh.
The benefits of the 100 percent dividends-received deduction could be
lost entirely in situations w here as little as $ 1 of the gross incom e of the
foreign corporation is not effectively connected with a U.S. business.
It does not appear th at there is any logical reason why the rules of
Section 245(b) should be m ore restrictive than those of Section 245(a)

16

as long as conditions comparable to those of Section 243(b) are met.
Accordingly, Section 245(b) should be amended to permit a 100 percent
deduction in an appropriate case as long as there is 80 percent owner
ship by the domestic corporation and at least 50 percent of the gross
income of the foreign corporation for a thirty-six-month period is effec
tively connected with a U.S. trade or business. The amount of this
deduction would be computed on the same basis as is now provided for
the deduction under Section 245(a).
The result of these changes would be that, if the domestic parent
could have made a Section 243(b) election with respect to a foreign
corporation’s dividends if the foreign corporation had been a domestic
corporation, it would be permitted the same tax treatment as if such an
election had been made, but only to the extent that the dividends are
paid out of earnings and profits already subjected to full U.S. tax. In
cases where a Section 243(b) election would not be permissible if the
subsidiary were domestic, either because of less than 80 percent owner
ship or the existence of a Section 1562 election, the 85 percent deduc
tion would continue to apply.

SECTION 246
Limitations on Deductions for Dividends Received
The dividends-received deduction should be determined without regard
to taxable income. [Section 246(b)]
Section 243(a)(1) allows a deduction to a corporation of an amount
equal to 85 percent of the dividends that it receives from domestic
corporations, but Section 246(b)(1) limits the 85 percent deduction to
85 percent of taxable income. Section 246(b)(2) provides that the
limitation in Section 246(b)(1) does not apply for any taxable year for
which there is a net operating loss. The limitations imposed on the
dividends-received deduction by Sections 246(b)(1) and (2) cause need
less complexity and sometimes provide an illogical result when the
existence of an insignificant amount of net operating income causes a
substantial curtailment in the dividends-received deduction which would
not have occurred if a net operating loss (no matter how small) had
existed.
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SECTION 248
Deductions for Organizational and
Reorganizational Expenditures
Organizational expenditures should be amortizable free of any election,
and such treatment should be expanded to cover stock issuance and
reorganization expenses (including stock dividends and stock splits),
expenses incurred in mergers and acquisitions, costs of obtaining equity
capita], registration and stock listing costs, and similar expenses of
partnerships.
Section 248(a) provides that organizational expenses may, at the
election of the taxpayer, be amortized over a period of not less than
sixty months to be selected by the taxpayer. The regulations require
that this election be made in the return for the taxable year in which
the taxpayer begins business and that all of the expenditures subject
to the election be specifically identified.
The election requirement of Section 248(a) constitutes an unneces
sary complication of the Code. The deductibility of an item should be
determined by the nature of the item rather than by strict compliance
with the requirements of an election. Organizational expenses and ex
penses of a like or similar nature should be deductible over a period of
not less than sixty months, free of any election.
In addition, the deduction under Section 248 should be expanded to
cover stock issuance and reorganization expenses, including the costs of
stock registration and stock listing and the cost of printing certificates,
whether for original issue, stock dividends, or stock splits. There should
be no statutory distinction between creating the legal entity and its
reorganization or recapitalization, however accomplished, nor between
the cost of creating the entity and the costs incurred in obtaining the
equity capital with which to carry out the entity’s purposes, either initially
or subsequently.
The scope of Section 248 should be broadened to cover partnerships
as well as corporations, since such expenses are incurred by partner
ships as well as corporations, and there seems no sound reason for dis
criminating against them.
Assuming the validity of Revenue Ruling 73-580 (1973-2 CB 86),
requiring capitalization of salaries of officers and employees and of other
expenses in mergers and acquisitions, it should be made less onerous by
allowing amortization of such items under Section 248 to the extent
that they would otherwise qualify as organization and reorganization
expenses if paid to outsiders.

18

SECTION 265
Dealers in Tax-Exempt Securities
Dealers in tax-exempt securities should be allowed a deduction for
interest expense attributable to securities carried in inventory to the
extent such interest exceeds the exempt interest earned on such securi
ties. [Section 265(2)]
A dealer in tax-exem pt securities m ay incur debt in order to carry
such securities as p art of his inventory. In such case, the interest ex
pense is an ordinary and necessary business expense, and its deductibility
should not be lim ited by rules m ore appropriate to investm ent activity.
The guidelines issued in R evenue Procedure 72-18 (1972-1 CB 740)
and the court decisions cited therein m ake it clear that legislation is
needed to perm it the dealer a deduction for his interest expense. Such
deduction should be reduced by the interest incom e earned on the exem pt
securities held in inventory. This rule would result in a clearer reflection
of incom e in the business of dealing in exem pt securities.

SECTION 267
Transactions Between Related Taxpayers
A taxpayer on the accrual basis should be permitted a deduction for
unpaid expenses and Interest of a taxable year if such amount is paid to
a related person within the time prescribed for filing the return for the
taxable year (including extensions). [Section 267(a)(2)]
U nder present law, a taxpayer is denied forever a deduction if pay
m ent is not m ade, actually or constructively, to a related person within
two and one-half m onths after the close of the taxable year. This is
true although the income will be taxable to the recipient at the time
it is received. This rule has been especially harsh in practice due to
the stringent tw o-and-one-half-m onth time lim it for the paym ent. F or
example, in R evenue R uling 72-541 (1972-2 CB 645), it was held that
when the tw o-and-one-half-m onth period ended on a Sunday, paym ent
the following M onday was too late.
The principal purpose of the existing law is to prevent related tax
payers from taking advantage of different m ethods of accounting so as
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to obtain a deduction without the related party reporting income. The
purpose of the law would be equally served if the payment date were
extended to the due date of the accrual basis taxpayer’s return, includ
ing extensions.

SECTION 269
Acquisitions to Evade or Avoid Federal
Income Tax
It should be made clear that Section 269(a)(1) does not apply in the
case of an acquisition of control of one corporation by another corpo
ration where both corporations were controlled by the same stockholders
immediately before the acquisition.
Section 269 provides for the disallowance of deductions, credits, or
other allowances in the case of certain acquisitions where the principal
purpose of the acquisition is the evasion or avoidance of federal income
tax. The section covers two types of acquisitions:
1. Acquisition of control of a corporation.
2. Acquisition of property of another corporation, the basis of which is
determined by reference to the basis of such property in the hands
of the transferor corporation.
In the case of the acquisition of property (2 above), there is an ex
ception where the transferor corporation and transferee corporation
were controlled by the same shareholders immediately before the acqui
sition. The exception insures that deductions, credits, or allowances will
not be denied due to transfers within a single economic group.
As presently constituted, Subsection 269(a)(1) can operate to deny
losses or other deductions sustained within a single economic group.
The Congressional Committee Reports under Section 129, Internal
Revenue Code of 1939 (predecessor of Section 269), do not indicate
that this was intended. To the contrary, the reports cite the abuses of
purchasing corporations with current, past, or prospective losses for the
purpose of reducing income taxes. In the case of The Zanesville Invest
ment Co., CA-6, 355 F2d 507 (1964), the IRS even challenged the
deductibility of losses sustained after affiliation of two corporations
which were both owned by one individual prior to affiliation.
Rulings published by the IRS have permitted the utilization of tax
benefits through statutory mergers (or equivalent thereof) of controlled
corporations, since the mergers constituted acquisitions of assets rather
20

than acquisition of control of corporations. See Revenue Ruling 66-214
(1966-2 CB 98), Revenue Ruling 67-202 (1967-1 CB 73), and Reve
nue Ruling 70-638 (1970-2 CB 71). There is no reason for a dis
tinction.
Accordingly, it is recommended that Subsection 269(a)(1) be amended
to make clear that it does not apply where a corporation acquires
control of another corporation and both corporations were controlled
by the same stockholders before the acquisition.

SECTION 269
Acquisitions to Evade or Avoid Federal
Income Tax
The presumption contained in Section 269(c) should be repealed.
This section provides that an acquisition at a cost substantially less
than the total of the adjusted basis of the property acquired and the
tax benefits derived therefrom shall be prima facie evidence of the
principal purpose of evasion or avoidance of income tax. This statutory
presumption is unrealistic in that it relates the price of an acquisition to
the transferor’s basis when the fair market price, in fact, generally bears
no true relationship to such basis. Moreover, because the Commis
sioner’s finding that Section 269 is applicable or constitutes a pre
sumption of correctness in itself, the superimposition of Section 269(c)
is superfluous.
Most of the Section 269 cases reaching the courts have by-passed
this question. In those cases where it has been considered, it has been
perplexing and troublesome and has produced interpretations that have
done more to confuse than to clarify.
The Tax Court in H. F. Ramsey Co. Inc., 43 TC 500 (1965), ex
pressed diff iculty in discerning the logic of Section 269(c) and has
indicated in Industrial Suppliers, Inc., 50 TC 635 (1968), and Arwood
Corp., TC Memo 1971-2, that it considers Section 269(c) a procedural
device and not a conclusive presumption. However, the Fifth Circuit
Court of Appeals in Scroll, Inc. v. Commissioner, 447 F2d 612 (1971),
aff’g TC Memo 1969-154, indicated that it attaches considerably more
weight to the test.
Because some cases have questioned the logic of this provision and
because the rebuttable presumption it creates already exists, Section
269(c) can be repealed without limiting the scope of the provision.
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Corporate Distributions
and Adjustments

SECTION 301
Recognition of Gain by Distributor Corporation
All gain recognized by a distributor corporation upon the distribution
of property to a corporate distributee should be taken into account in
determining the amount of the distribution and the basis of the distri
buted property. [Sections 301(b)(1)(B), 301(d)(2)(B)]
The present statute specifically refers to those sections of the law
that provide for recognition of gain by distributor corporations from
such things as the distribution of LIFO inventory, properties subject to
indebtedness in excess of basis, appreciated property used to redeem
stock, and gains recognized under Sections 1245 and 1250. It is
recommended that the language in Sections 301(b)(1)(B) and 301
(d)(2)(B) be changed to take into account all gain recognized by a
distributor corporation, regardless of the particular sections that might
create authority for such recognition, and that reference to selected
sections be eliminated. For example, the distribution of installment obli
gations to a corporate distributee which creates gain recognized under
Section 453(d) (See Revenue Ruling 74-337, IRB 1974-28, 23) or
the distribution of notes previously charged off as worthless, such as
those in the case of First State Bank of Stratford, CA-5, 168 F2d
1004 (1948), would not be covered by Sections 301(b)(1)(B) and
301(d)(2)(B).

SECTION 302
Lost Basis— Redemption of Stock
Taxed as Dividend
Basis should not be lost when redemptions of stock are taxed as divi
dends.
It is recommended that specific statutory provisions be enacted along
the following lines:
1. Where the proceeds of stock which is sold or redeemed are taxed as
ordinary income, the allocation of basis to other stock held by the
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taxpayer, if any, should be required. This approach is suggested in
Revenue Ruling 71-563 (1971-2 CB 175).
2. If the taxpayer has been taxed on account of attribution (through
family, partnership, estate, corporation, or trust), the basis of his
stock should be allocated to the stock that was the basis of the attri
bution.
3. The taxpayer to whose stock basis is allocable hereunder should be
allowed at least one year from the date of final determination (that
a redemption is to be treated as a dividend) to file claim for refund
if the statute of limitations would otherwise foreclose that right.
4. With respect to Section 302(c)(2)(A), if, during the ten-year period
in which the reacquisition rules apply, the taxpayer should acquire
an interest in the corporation, provision should be made to prevent
the loss of the basis of the stock surrendered in the redemption dis
tribution which is subsequently treated as a dividend.
A taxpayer should not lose tax benefit from the basis of shares sur
rendered in a redemption transaction that is subsequently treated as a
dividend. The statute should clearly state what happens to the basis of
stock surrendered in such a transaction and should extend the statute of
limitations for filing a refund claim if the taxpayer to whom basis is
allocated under the statutory rules would otherwise be deprived of tax
benefit. If there is a reacquisition during the ten-year period, the statute
of limitations is left open for assessment under present law. Similar pro
tection should be extended for the basis of the stock redeemed.

SECTION 302
Constructive Ownership of Stock
The exception to the family attribution rule in determining a complete
termination of interest should be clearly expanded to avoid attribution
when the family rule would apply to any point in the chain of ownership.
[Section 302(c)(2)]
Section 302(c) permits a distribution in termination of a shareholder’s
interest as described in Section 302(b)(3) to be treated as a distribution
in full payment in exchange for stock, even though the family attribution
rule described in Section 318(a)(1) might otherwise prevent complete
termination.
The position of the IRS is that the exception to the family rule avoids
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attribution between the redeeming shareholder and the next link but
not between other links in the chain of ownership. In effect, the termi
nating shareholder must be an individual. See Revenue Ruling 59-233
(1959-2 CB 106), Revenue Ruling 68-388 (1968-2 CB 122), and
Revenue Ruling 72-472 (1972-2 CB 202).
Where stock in a corporation is owned by a son and by his father’s
estate, of which his mother is the sole beneficiary, a complete redemp
tion of the son’s stock will terminate his interest. The stock of the
estate may be attributed to the wife as beneficiary, but under the
family exception, the interest of the wife would not be reattributed
to her son.
According to the IRS position, however, redemption of the stock of
the estate will not result in complete termination of interest. The IRS
considers that the stock of the son may be attributed to his mother for
the sole purpose of reattributing the ownership to the estate. This
is contrary to the result in a situation in which the mother owned the
shares personally and the estate did not. Then, either the son or his
mother could qualify for a complete termination of interest under
Section 302(c)(2).
The Tax Court has recently taken a view in opposition to the Service
in holding that redemption of the stock of an estate will result in a
complete termination of interest. See Lillian M. Crawford, 59 TC 830
(1973), although the IRS has announced its nonacquiescence in IRB
1974-43, 6.
It is recommended that the exception to the family attribution rule
described in Section 302(c) be applied to any point in chain of owner
ship. The exception will then operate in a more logical and consistent
manner.

SECTION 303
Distributions in Redemption of Stock to Pay
Death Taxes
The present provisions of Section 303(b)(2)(B), permitting the benefits
of Section 303(a) in situations where the decedent’s estate includes stock
holdings of two or more corporations, seem unduly restrictive. The
percentage of ownership as to the stock of each corporation required in
order for the 35-50 percent tests to apply should be calculated using
constructive ownership rules.
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This section of the Code now provides for aggregating the values of
stock in two or more corporations if the estate owns more than 75 per
cent in value of the outstanding stock of each of such corporations. In
Estate of Otis E. Byrd v. Commissioner, CA-5, 388 F2d 223 (1968), it
was held that this test applies only to directly owned stock. Thus, it is
possible for an estate to own beneficially most of the stock of several
corporations and yet not qualify for aggregation of the values, simply
because some of the stock might be held by other corporations in the
same group. It seems equitable that the constructive ownership rules
of Section 318 be applied for determining qualification under Section
303(b)(2)(B). These rules now apply to redemptions under Section 302,
and there is no logical reason why they should not also be considered in
Section 303 redemptions.

SECTION 304
Acquisitions by Related Corporation Other
Than Subsidiary
The present statute seems unclear and possibly conflicting in its wording.
It is recommended that in a brother-sister acquisition, even though the
constructive ownership rules of Section 318 might indirectly create a
parent-subsidiary relationship, the transaction should be governed clearly
by Section 304(a)(1) rather than Section 304(a)(2).
Section 304(a)(1) presently sets out rules for acquisitions of stock by
related corporations other than subsidiaries. Section 304(a)(2) provides
rules for acquisitions by subsidiaries. Under the constructive ownership
rules of Section 318, stock of a sister corporation can be attributed indi
rectly to the brother corporation, or vice versa, thereby creating indirectly
a parent-subsidiary relationship. A literal interpretation might then
require that this type of acquisition (brother-sister) be construed under
the provisions of Section 304(a)(2) rather than 304(a)(1). Since there
is some difference in treatment under the sections, the statute should be
amended to state clearly that an acquisition in a brother-sister situation
be governed solely by Section 304(a)(1), and that only a direct parentsubsidiary relationship be governed by Section 304(a)(2).
Although not conclusive, Revenue Ruling 70-111 (1970-1 CB 185)
tends to clarify the area and appears to support the clarification sought.
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SECTION 312
Effect on Earnings and Profits of Distributions
in Partial Liquidations and Stock Redemptions
Section 312(e) should be amended to provide that a distr ibution in
redemption should first be charged to capital based on the percentage of
stock redeemed, and the remainder to earnings and profits.
This recommendation follows the long-standing rule set forth in
William D. P. Jarvis, 43 BTA 439 (1941), aff’d, CA-4, 123 F2d 742
(1941) to the effect that an allocable part of capital is deemed attrib
utable to each share of outstanding stock. Under the Jarvis rule,
the percentage of ownership represented by the stock redeemed is
applied to the capital account to determine the portion of the distri
bution chargeable to capital. The remaining amount is to be charged
to earnings and profits.
The Commissioner acquiesced to Jarvis (GCM 23460, 1942-2 CB
190) but twenty-eight years later revoked that position by issuance of
Revenue Ruling 70-531 (1970-2 CB 76) and substituted a diametrically
opposite rule. According to the ruling, the charge to earnings and profits
is only the amount attributable to the stock redeemed. This method,
however, was rejected by the Tax Court in Herbert Enoch, 57 TC 781
(1972), in which the court followed the Jarvis formula.
This conflict should be resolved through amendment of Section 312(e)
to support the Jarvis holding. The ruling does not have adequate
basis, tends to be a trap for the unwary, and does not arrive at a logical
result.

SECTION 331
Installment Method Reporting in Section 337
Liquidations
The installment method of reporting gain sh ould be extended to gain
attributable to the receipt of an installment obligation originally received
by a corporation in a sale of property under Section 337.
Section 337, which was designed to insure that gain on the sale of
corporate property is taxed no more than once, operates in conjunction
with the rules under Section 331. The provisions of Section 331 require
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that property, including installment obligations originally received by
the corporation in conjunction with the sale of assets and, in turn, re
ceived by shareholders in exchange for stock of the liquidating corpo
ration, be valued at fair market value in determining gain or loss recog
nized on the liquidation.
The present law does not allow a shareholder receiving an installment
obligation upon a complete liquidation to report his gain on the
installment method notwithstanding that the obligation was originally
received by the liquidating corporation pursuant to a sale of property
under Section 337. The only allowance made for the receipt of an
installment obligation is consideration given to the terms and maturity
date in valuing the obligation. This results in a situation where no
gain may be recognized on the corporate level, but a tax will be due on
the shareholders level. Substantial taxes may be payable, although
liquid assets may not be received. On the other hand, taxes can be
deferred by selling the corporate stock on the installment method.
It is recommended that Section 331 be amended to allow a share
holder to report on the installment method that portion of gain on the
liquidation of a corporation attributable to receipt of the installment
obligation. Satisfaction of the installment reporting rules under Section
453 would have to be met at the time of liquidation. It is anticipated
that the recapture of depreciation and investment credit would continue
to be taken into account at the corporation level. This recommendation
is consistent with the purpose of Section 337 and is more reflective of
the economics of a liquidation in which installment obligations are the
principal assets distributed to shareholders.

SECTION 332
Satisfaction of indebtedness of
Subsidiary to Parent
The rule now stated in this section regarding the satisfaction of in
debtedness of a subsidiary to its parent should be amended to provide
nonrecognition of gain or loss to the distributing corporation by virtue
of distributions of property and discharge of indebtedness created after
adoption of the plan of liquidation. [Section 332(c)(2)]
The present law provides only for nonrecognition of gain or loss to
distributions of property in satisfaction of indebtedness existing on the
date of adoption of the plan of liquidation. Occasionally, it may be nec
essary to create similar indebtedness after a plan of liquidation is
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adopted but before the liquidation is completed. There appears to be no
logical reason why the nonrecognition rule should not also apply to dis
tributions of property in satisfaction of this type of indebtedness. This
potential problem could be avoided by proper advance tax planning;
e.g., a taxpayer could adopt a plan of liquidation just before actual
liquidation occurs, or, if this is not possible for some reason, the tax
payer could contribute capital to the subsidiary rather than make a loan
to the subsidiary.
Since there appears to be no logical reason why the nonrecognition
rule should not apply to indebtedness created after adoption of the plan
of liquidation, Section 332(c)(2) should be amended rather than remain
a trap for the unwary.

SECTION 333
Time Securities Considered Held in Section 333
Liquidation
The carryover holding period for stock or securities acquired in taxfree exchanges should not be limited only to liquidations which occurred
in 1970, but should be made a permanent part of the Code.
Section 917 of the Tax Reform Act of 1969 provides, in general, that
for 1970 liquidations only, stock or securities acquired in a Section 351
exchange which had been held by the transferor in any period prior to
1954 are to be considered as pre-1954 property. However, based upon
the purpose of Section 333 and the tacking of holding periods permitted
under numerous other circumstances in the Code, there do not appear
to be any policy reasons to restrict tacking to Section 351 transfers.
Limiting applicability to 1970 liquidations should also be eliminated.

SECTION 333
Liquidating Distributions Acquired Before
December 31, 1953
The cutoff date with respect to the acquisition of stock or securities
distributed by a corporation liquidating under Section 333 should be
revised. [Sections 333(e)(2), 333(f)(1)]
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In determining the amount of realized gain that is to be recognized
by a shareholder in a Section 333 liquidation, present law provides that
realized gain may be recognized to the extent that the shareholder re
ceives money or stock or securities acquired by the liquidating corpora
tion after December 31, 1953. Originally, this cutoff date was neces
sary in order to prevent the investment of cash in stock or securities in
anticipation of a liquidation under Section 333. The date is now unreal
istic. The statute should be changed to fix a cutoff date five years prior
to the date on which the corporation adopts its liquidation plan.

SECTION 334
Basis of Property Received in a Liquidation to
Which Section 334(b)(2) Applies
In a Section 334(b)(2) liquidation, at the election of the acquiring corpo
ration, allocation of basis of a subsidiary’s assets should be made based
on fair market values on the date the “80 percent control test” is met if
the liquidation occurs within six months thereafter.
The basis of assets received in a liquidation to which Section 334
(b)(2) applies should be determined, when the liquidation occurs within
six months after the date that the “80 percent control test” is met, by
allocating the basis of the subsidiary’s stock in proportion to the assets’
fair market values on the date the “80 percent control test” is met. For
all purposes of the Internal Revenue Code, the liquidation would be
deemed to have been accomplished on such date.
Under Regulations Section 1.334-1(c)(4), the basis of the stock must
be allocated to the assets on the basis of their fair market values on the
date the assets are received upon liquidation. Enactment of this recom
mendation would eliminate this burden. Also, its enactment would
eliminate complex basis calculations where disposition is made of the
assets in the period between the purchase and liquidation dates, where
new assets are acquired in that period, and where there are interim
adjustments for liabilities and earnings and profits.
The subsidiary’s transactions, gains, and losses for the interim period
from the date the “80 percent control test” is met until liquidation
within the following six months would be reflected in the parent’s return
as though the subsidiary were a branch, and the subsidiary would not
reflect such transactions in its return. If the date on which the “80
percent control test” is met were a date other than the last day of the
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subsidiary’s taxable year, the subsidiary’s final return would include only
the period ending on such date. In determining gains or losses, depre
ciation, and other tax effects with respect to the subsidiary’s assets in
the parent’s return during the short period, the basis of the subsidiary’s
stock in the hands of the parent would be allocated among, and become
the basis of, the subsidiary’s assets as of the date the “80 percent control
test” was met.
As an alternative to reflecting the subsidiary’s transactions in the
parent’s return for the period between the purchase and liquidation
dates, a similar result could be achieved by allocating and assigning the
parent’s basis for the subsidiary’s stock to the subsidiary’s assets as of
the date the “80 percent control test” is satisfied. This allocated basis
would then be used by the subsidiary in determining gains or losses on
dispositions of its assets during the period up to liquidation and in com
puting depreciation for such period. The subsidiary’s recomputed basis
would then pass to the parent without the adjustments provided in Sec
tion 1.334-1(c) of the Income Tax Regulations. The subsidiary’s cost
for assets purchased by it during the interim, adjusted for depreciation
(if any) for the short period, would become the parent’s basis for such
purchased assets.

SECTION 334
Basis of Property Received in a One-Month
Liquidation
Section 334(c), which applies to the allocation of the adjusted basis of
stock to property received in a liquidation under Section 333, should
be amended to provide for allocation in the following order:
1. To assets which can be converted into cash in a relatively short
period of time in an amount equal to their fair market values;
2. To Section 1245 and 1250 assets to the extent such gain is recog
nized;
3. The residue, if any, to other assets (including Section 1245 and
1250 assets) received according to their respective net fair market
values.
The present Section 333 basis rules contained in the Regulations
provide for the allocation of the adjusted basis of the shareholders’
stock to the property received according to the respective net fair market
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values of the property. Since the shareholders’ basis is generally less
than the fair market value of the property received, the present basis
rules can cause double taxation.
For example, assume a company with no earnings and profits has
two assets, a trade account receivable and a building, with respective
fair market values of $40,000 and $60,000. The sole shareholder,
with a $55,000 stock basis, reports no gain upon liquidation under
Section 333. The receivable will have a basis of $22,000 ($40,000/
$100,000 X $55,000) and the building will have a basis of $33,000
($60,000/$100,000 X $55,000). Upon collection of the receivable,
the $18,000 of proceeds in excess of basis will be taxed as ordinary
income despite the fact that the company previously reported the re
ceivable as income. A more realistic result would be obtained if the
receivable would receive a basis of $40,000 and the building a basis
of $15,000. Income relating to the receivable would then be reported
only once.
Similarly, assume the company had appreciated post-1953 stock
with a fair market value of $40,000, instead of the receivable. The
shareholder would be subject to capital gain to the full extent of the
fair market value of $40,000 upon liquidation, but would have a basis
of only $38,000 for determining gain upon a subsequent sale of the
stock. In other words, another $2,000 gain will be realized when the
stock is actually sold for $40,000.
Section 334(c) should be amended to provide that the adjusted
stock basis be allocated in the following order:
1. To assets which can be converted into cash in a relatively short
period of time in an amount equal to their fair market values;
2. To Section 1245 and 1250 assets to the extent such gain is recog
nized in proportion to the respective amounts of recaptured gain
recognized;
3. The residue, if any, to other assets (including Section 1245 and
1250 assets) received according to their respective net fair market
values.

SECTION 334
Basis of Property Received in Liquidation
Uncertainty exists regarding the term "cash and its equivalent’’ as used
in Regulations Section 1.334-1(c)(4). The phrase should be defined by
statute in order to simplify the determination of basis to be allocated
to assets received in corporate liquidations.
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Because of uncertainty resulting from administrative practice and
the Regulations under Section 334, Congress should establish statutory
meaning for the term “cash and its equivalent” as it is used in allo
cating basis to assets received in a corporate liquidation. In Revenue
Ruling 66-290 (1966-2 CB 112), the IRS applied the term to certificates
of deposit and savings and loan association accounts, as well as to cash
deposits. The ruling stated, however, that the term does not include
accounts receivable, inventories, marketable securities, and other similar
current assets. Boise Cascade Corp., CA-9, 429 F2d 426 (1970), held
that the phrase “cash and its equivalent” excludes marketable securities,
inventories, prepaid supplies, and accounts receivable. The decision
was followed by the Tax Court in Madison Square Garden Corporation,
58 TC 619 (1972).
These interpretations are unduly restrictive, and statutory rules for
taxpayers are desirable. The definition should not be limited to cash;
the basic concept that should apply is the liquidity of the particular
assets involved and whether or not they can be converted to cash in a
short period of time. Certainly, marketable securities meet this test and,
in most cases, trade accounts receivable and inventory will be converted
into cash in a relatively short time and should be treated similarly.
The failure to provide less restrictive statutory rules will continue to
foster unreasonable results as, for example, the recognition of gain or
loss upon realization of fully collectible accounts receivable balances
existing at the date of liquidation. This is illustrated by the following
tabulation, which indicates that the adjusted stock basis exceeds by
$10,000 the tax basis of the distributor corporation’s assets; that is, a
“step-up” of this amount is available.
No gain or loss would be recognized to the distributee corporation
upon the full collection of the $15,000 of accounts receivable if such
accounts were treated as “cash equivalents” in allocating its adjusted
stock basis in the distributor corporation among the assets received in
the liquidation.
By not treating the accounts receivable as “cash equivalents” the
distributee corporation will recognize gain of $866 upon the full collec
tion of these accounts. Such gain results from the mechanical allocation
of a portion of the adjusted stock basis to the accounts in an amount
that is less than the face value of the receivables (which, in the example,
is assumed to be the fair market value of the receivables). Such potential
gain would otherwise be reflected in the tax basis of the “Other Assets”
at the liquidation date.
The practical effect of not treating the accounts receivable as “cash
equivalents” is to create a double inclusion in income to the extent of
the difference between the amount of stock basis allocated to the re
ceivables and their fair market value. Clearly, this result is unreason35

able, and could not have been the intent of Congress in enacting the
provision.

Tax
Basis
Adjusted basis of stock:
Assets of liquidating
corporation:
Cash
Accounts receivable
(face)
Other assets
Total
Step-up in basis permitted
Allocation (to noncash and
equivalents based on
relative FMV of assets
received in liquidation):
Cash
Accounts receivable
Other assets

$100,000

20,000

$ 20,000

15,000
55,000

15,000
70,000

90,000

$105,000

17⅔ %
82⅓ %
100

$ 10,000

$ 20,000

14,134
65,866

Total

$ 100,000

Gain/(Loss) on collection
of full amount of
receivables:
Receivables
Tax basis

$ 15,000
14,134

Gain/(Loss)
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Fair Market Value
Relative FM V
of Noncash
Am ount or Equivalents

$

866

%

SECTION 337
Collapsible Corporations— Application of
Section 337
The nonrecognition provisions of Section 337 should apply to sales
made by an otherwise collapsible corporation if any of the relief pro
visions would prevent the application of the collapsible corporation
rules. [Section 337(c)(1)(A)]
A t the present tim e the benefits of Section 3 3 7 are denied to a cor
poration w hich falls w ithin the general definition of a collapsible corpo
ration of Section 341(b) unless Section 341(e)(4) applies. This is true
even though the lim itations contained in Section 341(d) m ay prevent
the application of Section 341(a), the operative portion of the section,
to any of the shareholders. (See Leisure T im e Enterprises, Inc., 56 TC
1180 (1971), and R evenue Ruling 63-125 (1963-2 CB 146).) T here
is no logical reason for prohibiting Section 337 treatm ent in any case
where Section 341 is inoperative. Section 337(c)(1)(A ) should be
am ended to elim inate this defect and, at the same time, to refer to the
special provisions of Section 341(e)(4). T he am endm ent should provide
th at Section 337 is applicable to a collapsible corporation with im 
m ediate ordinary incom e on liquidation, and, if Section 341 is not
applicable because of the lim itation of Section 341(d), then Section
337 should apply as if there were no collapsible corporation.

SECTION 337
Involuntary Conversions
Section 337(a) should be amended to provide a sixty-day period after
involuntary conversion in order to adopt a plan of liquidation.
A n involuntary conversion of property as a result of a fire or con
dem nation proceeding constitutes a “sale or exchange” th at is eligible
for nonrecognition treatm ent under Section 337(a). However, in order
to qualify, the corporation m ust adopt a plan of liquidation on or
before the date of such sale or exchange.
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In many situations, it is difficult or impossible to take appropriate
action to adopt a plan of liquidation before a sale or exchange result
ing from an involuntary conversion will be deemed to occur for federal
income tax purposes. For example, in some jurisdictions state (or local)
condemnation action takes place upon the filing of documents in court
without notice to the owner. This action is sufficient to cause the im
mediate transfer of ownership to the state and treatment of the trans
action as a sale for tax purposes on that date. A right of litigation over
the amount of the award is not sufficient to change the date of sale. See
L. Clyde Dwight v. U.S., 225 F. Supp. 933 (DC N.Y., 1963); aff’d
CA-2, 328 F2d 973 (1964). Under these circumstances it is impossible
for the corporation to adopt a plan of liquidation and qualify for the
benefits of Section 337(a).
Similar to this is a case of the destruction of property by fire,
whether or not the property is covered by insurance. Because the fire is
the single irrevocable event that fixes the contractual obligation of the
parties, the date of the fire is considered to be the date of the sale or
exchange. See the decision of the U.S. Supreme Court in Central Tablet
Manufacturing Co. v. U.S., 94 S. Ct. 2516 (1974).
In order to prevent inequitable double taxation in these situations,
it is recommended that Section 337(a) be amended to provide a period
of sixty days after the date of involuntary conversion within which a
plan of liquidation can be adopted to obtain the benefits of Section 337.

SECTION 337
Liquidation of a Subsidiary in Section 337
Transactions
Section 337 should be amended to include the liquidation of a subsid
iary within the benefits of Section 337 if both the subsidiary and its
parent are liquidated within the twelve-month period required by Sec
tion 337(a)(2). [Section 337(c)(2)]
As now worded, Section 337(c)(2)(A) has been interpreted by the
IRS to deny the benefits of Section 337 in certain parent-subsidiary
situations where the assets of a subsidiary are sold by either the parent
or the subsidiary during the twelve-month period required by Section
337(a)(2), and Sections 332 and 334(b)(1) apply to the liquidation.
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U nder present rules, there are available several indirect ways to
avoid this result (for exam ple, liquidate the subsidiary prior to having
the p arent adopt its plan of liquidation or distribute the stock of the
subsidiary to the shareholders of the p arent as p a rt of a liquidation and
have the shareholders then adopt a plan of com plete liquidation m eet
ing Section 337). See R evenue Ruling 69-172 (1969-1 CB 99). This
approach, however, stresses form over substance; to m eet this problem
directly, an am endm ent to Section 337(c)(2) is necessary.
The am endm ent should extend nonrecognition treatm ent u nder Sec
tion 337 to the liquidation of a subsidiary if the subsidiary and its parent
are liquidated within the tw elve-m onth period beginning on the first date
of adoption of a plan of liquidation by the subsidiary or the parent.
This approach has been approved in K am is Engineering Co., 60 TC
763 (1973). The holding in that case should be codified, cf. M anilow
V. U.S., 315 F . Supp. 28 (DC Ill., 1970).

SECTION 337
Gain or Loss on Sales or Exchanges in
Connection With Certain Liquidations
Section 337 should be amended to provide for nonrecognition of gain
or loss upon the sale of property in connection with a partial liquida
tion if a business has been terminated.
Section 337(a) currently provides th at no gain or loss shall be recog
nized w hen a corp oration sells or exchanges property w ithin a twelve
m onth period in accordance with a plan of com plete liquidation p ro 
vided th at all of the corporation’s assets are distributed in com plete
liquidation.
Section 331 provides th at am ounts distributed in partial liquidation
of a corporation (as defined in Section 346) shall be treated as p a rt or
full paym ent in exchange for the stock. T herefore, it is possible for a
corporation to liquidate certain businesses th at then can be sold by
stockholders w ithout the corporation paying tax on the sale of the
business. These provisions would apply notw ithstanding the continued
existence of the corporation th at operates a separate business. H ow 
ever, Regulations Section 1.346-3 points out that, where partial liqui
dations are followed by the sale of the assets distributed to the stock
holders, it will be questioned w hether the corporation or the stockholders
sold the assets.
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C ourt H olding C om pany, 324 US 331 (1945), has been used by the
Internal R evenue Service to im pute gain from sales of distributed assets
by shareholders to the distributing corporations. H ow ever, C ourt H old
ing C om pany had a very unfavorable fact situation. In H arry H . H ines,
Jr., 344 F. Supp. 1259 (1973), the F ifth C ircuit C ourt of A ppeals did
n ot rely on the C ourt H olding C om pany case to im pute gain to the dis
tributing corporation. This opinion very clearly lim ited the Court
H olding C om pany case to its facts. T herefore, th at case should n o t be
a deterrent to am ending Section 337.
A ccordingly, it is recom m ended that Section 337 be am ended to
provide for nonrecognition of gain o r loss on the sale of property in
connection with a p artial liquidation w here an active business has been
term inated, if the bulk sale rules regarding inventory and th e other
provisions of Section 337 are m et, and if the distribution fits within
the requirem ents of Section 346.

SECTION 351
Securities Received in Exchange Transactions
Governed by Subchapter C
The nonrecognition provisions of Section 351 extend to transfers of
property to a corporation solely in exchange for stock or “securities”
in such corporation. The term “securities,” for purposes of Subchapter
C, should be defined by statute to include a note, bond, or other evidence
of indebtedness with a maturity of five years or more. Section 385
would be amended to conform to this definition of “securities.”
O ne of the problem areas u nder Subchapter C is to determ ine the
m eaning of the term “securities.” T he nonrecognition provisions of
Section 351 extend to transfers of property to a corporation solely in
exchange for stock or “ securities” in such corporation. T he phrase stock
o r “securities” is also found in other provisions of Subchapter C, such as
Sections 312(d), 354, 355, and 361. A statutory definition of “ securi
ties” w ould provide guidance to taxpayers and elim inate unnecessary
conflict. T h e definition should provide th at a note, bond, o r other evi
dence of indebtedness w ith a m aturity of five years or m ore would
qualify as a security u nder Subchapter C. Section 385 w ould also be
am ended to recognize the new definition of “securities.”
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SECTION 357
Treatment of Accounts Payable as Liabilities
Upon Incorporation of a Cash-Basis Taxpayer
Section 357(c) should be amended to make it clear that accounts pay
able of a cash-basis taxpayer are not liabilities within the intent of the
section for purposes of determining gain upon incorporation of a busi
ness in a Section 351 transaction.
Section 357(c) provides, in p art, th at in an exchange to w hich Sec
tion 351 applies, if the sum of the liabilities assum ed exceeds the
adjusted basis of a property transferred, then gain will be recognized
to the extent of the excess. In the case of a cash basis taxpayer (that
never received tax basis nor deductions for trade accounts payable), a
literal interpretation of the section leads to an inequitable result clearly
not w ithin the intent of Congress. In m any cases substantial incom e
m ay be realized. See, for exam ple, the following decisions: D avid
R osen, 62 T C 11 (1974); Peter R aich, 46 T C 604 (1966); W ilford E.
Thatcher, 61 T C 28 (1973).
H ow ever, in John P. Bongiovanni, C A -2, 470 F 2 d 921 (1973), the
Second C ircuit reversed the T ax C ourt. It analyzed the legislative his
tory of the provision and, consistent with its interpretation of C on
gressional intent in enacting Section 357(c), concluded th at such trade
accounts payable are not “liabilities” for this purpose, draw ing a dis
tinction betw een tax liabilities and accounting liabilities.
T he Second C ircuit’s analysis and interpretation of the section in
Bongiovanni seems to arrive at an equitable result. It is therefore
recom m ended th at in ord er to prevent litigation, the w ording of the
statute should be am ended to m ake it clear th at the Bongiovanni holding
reflects the correct interpretation of the law.

SECTION 362
Basis to the Acquiring Company of Stock
Received in a " B " Type Reorganization
The determination of basis of the acquired company’s stock in a “B”
type reorganization should be simplified in a manner similar to that in
a “C” type reorganization. [Section 362(b)]
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It is often quite difficult to obtain the basis for the acquired com 
pany’s stock in a “B ” type reorganization, particularly where it is
widely held, because the IR S has not perm itted alternate procedures
such as statistical sam pling to be utilized in m aking this determ ination.
In addition, because the acquiring com pany assum es the transferorshareholders’ bases in the acquired com pany’s stock, while the trans
feror-shareholders also retain th at basis for the acquiring com pany’s
stock, the same gain o r loss m ay be recognized twice. It w ould be
recognized once w hen the acquired com pany’s shareholders dispose of
their stock in the acquiring com pany and again w hen the acquiring
com pany disposes of the stock of the acquired com pany. T o overcome
these problem s, the Code should be am ended to provide th at where,
in a “B ” type reorganization, 80 percent o r m ore of the stock of the
acquired com pany is acquired during a tw elve-m onth period, a sub
stituted basis for the stock acquired should be allowed equal to the
excess of the basis of the assets in the hands of the com pany being
acquired over its liabilities, just as if there had been a “C ” type reor
ganization. This would m ake the transaction sim ilar to a “C ” type
reorganization and should simplify operation of the statute. A provision
sim ilar to Section 357(c) would have to be provided for situations where
liabilities exceed basis.

SECTION 367
Foreign Corporations
The Secretary of the Treasury or his delegate should be given statutory
authority to make a determination, after an exchange, that such ex
change was not in pursuance of a plan having as one of its principal
purposes the avoidance of federal income taxes.
Section 367 provides th at in determ ining the extent to which gain
shall be recognized in the case of any of the exchanges described in
Sections 332, 351, 354, 355, 356, o r 361 a foreign corporation shall not
be considered as a corporation unless, before such exchange, it has
been established to the satisfaction of the Secretary or his delegate that
such exchange is not in pursuance of a plan having as one of its
principal purposes the avoidance of federal incom e taxes.
Sections 1491 and 1492, enacted at the sam e tim e and for a similar
purpose, provide th at an excise tax of 27 ½ percent shall be im posed on
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transfers of stock or securities to a foreign corporation unless, before
such transfer, it has been established to the satisfaction of the Secretary
or his delegate that such transfer is not in pursuance of a plan having
as one of its principal purposes the avoidance of federal income taxes.
Notwithstanding the similarity of purpose and structure of these
sections, Section 1494(b) provides that the tax otherwise imposed by
Section 1491 may be abated, remitted, or refunded if, after the transfer,
it has been established to the satisfaction of the Secretary or his delegate
that the prescribed tax avoidance purpose did not exist. The legislative
history discloses no reason for withholding similar relief from the impact
of Section 367, which has been and continues to be a trap for the unwary.
To correct this situation, it is suggested that the first sentence of
Section 367 be amended as follows:
“In determining the extent to which gain shall be recognized in the
case of any of the exchanges described in Section 332, 351, 354, 355,
356, or 361, a foreign corporation shall not be considered a corporation
unless it is established, either before or after the exchange, that such
exchange is not in pursuance of a plan having as one of its principal
purposes the avoidance of federal income taxes.”
Public Law 91-681 generally follows the philosophy of this recom
mendation but does not go far enough in providing a solution.

SECTION 381
Obligations of Distributor or Transferor
Corporations
Section 381(c)(16) should be repealed and Section 381(c)(4) should be
amended to eliminate inconsistencies which have led to the loss of
deductions for obligations of the distributor or transferor assumed by
the acquiring corporation.
When an acquiring corporation is determined to have negotiated for
the assumption of obligations of the transferor corporation in a reor
ganization described in Section 381(a)(2), Section 381(c)(16) provides
that the rules of Section 381(c)(4) shall apply regarding methods of
accounting to be used after the transaction. The application of these
rules has led to inconsistent positions on the part of the IRS in which
certain obligations such as reserves for warranties and pension costs
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result in no deduction to either the transferor or acquiring corporation.
The IRS has taken the position that the transferor is not entitled to the
deduction because the item is not yet accruable for tax purposes; it also
takes the position that the acquiring corporation is denied the deduction
because it is the financial liability of the transferor corporation.
Section 381(c)(16) should be repealed and Section 381(c)(4) should
be amended to make it clear that one of the parties to the reorganiza
tion should be entitled to the deduction.

SECTION 382
Attribution Rules Under Section 382(b)(3)
Section 382(b)(3) should be amended to allow the attribution rules
under Section 318 to apply in corporate arrangements involving family
members.
For various purposes in numerous provisions throughout the Code,
the stock holdings of a family group are aggregated, and each member
is treated as owning the stock of other members. This is reflected in the
many references to attribution rules under Sections 267(c), 318, 544(a),
and 1563(e). The controlled group concept for brother-sister corpora
tions under Section 1563 has been expanded by the Tax Reform Act of
1969. It is therefore recommended that Section 382(b)(3) be amended
to make the rules of Section 318 apply in corporate arrangements involv
ing family members.
It appears the possibility of tax avoidance as a consequence of such
an amendment would be minimal in view of the provisions and limita
tions of Sections 269 and 381. In Revenue Ruling 67-202 (1967-1 CB
73), the IRS took the position that there must be legitimate business
reasons for the combination of two corporations owned by the same
shareholder to support the acquisition of loss carryovers under Section
381.
Furthermore, the lack of attribution rules in Section 382(b)(3) tends
to cause family members to go through complicated valuation shifts to
permit the owners of a loss corporation to wind up with 20 percent in
value of the acquiring corporation. These efforts to avoid the import of
Section 382(b)(1) result in unnecessary disputes and litigation over
valuation which would not arise if attribution were provided.
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SECTION 382
Limitation on Denial of Net Operating Loss
Carryover
The denial of carryover loss should be restricted to losses that occurred
or economically accrued before the change in stock ownership. [Section
382(a)(1)]
Because of the present wording in Section 382(a)(1), were there a
change in ownership and a change in business at the beginning of a
taxable year and a corporation had a net operating loss in that year, that
net operating loss would be denied as a carryover to subsequent years.
This result probably was not intended, as is indicated by Clarksdale
Rubber Co., 45 TC 234 (1965), and other similar decisions. Further,
diversity of opinions between circuit courts and, with respect to one
taxpayer, diversity of application of other Code sections require clari
fication of this area (Hall Paving Co., CA-5, 471 F2d 261 (1973)).
The denial should be limited to losses that were realized before the
change in stock ownership and to losses that economically accrued
before such date but were realized by sale or other transaction after
such date. The limitation on “built-in” deductions in Regulations Sec
tions 1.1502-15 in reference to consolidated returns provides an ex
ample of recognition of the recommended approach for limitations on
losses accruing before change in stock ownership.

SECTION 382
Period Over Which Changes in Stock
Ownership Are Measured
In making a comparison of stock ownership for purposes of Section
382(a), the earlier date should be "twenty-four months before the end
of the taxable year.” [Section 382(a)(1)]
Section 382(a) provides a period of time over which a change in
ownership is measured. This period should be a uniform period, such
as twenty-four months, and should not be shortened merely because a
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taxpayer has a short taxable year or because the acquisition is tim ed
so th at the change in stock ow nership takes place at or near the end of
the taxpayer’s year. Short years may arise from entering into or w ith
draw ing from a consolidated group o r from a change in fiscal year. A
properly tim ed acquisition can also satisfy the Section 382 test of two
taxable years by providing a period covering the last day of a taxable
year and all of the succeeding taxable year. F o r exam ple, assum e the
loss corporation is on a calendar year. A n acquisition on D ecem ber 31,
1970 would be outside the scope of the Section 382(a) prohibition if the
loss corporation does not change its business until January 1, 1972.
This encom passes two taxable years—th at is, the year ended D ecem ber
31, 1970 and the year ending D ecem ber 31, 1971. N either of these
situations should result in a reduction in the period of time for testing
changes in stock ownership.
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Accounting Periods
and Methods

SECTION 452
Taxation of Unearned Income and Allowance of
Deductions for Estimated Expenses
Sections 452 and 462 of the Internal Revenue Code of 1954 should be
reenacted. Section 452 related to deferral of income received for per
formance or delivery of service extending beyond the end of the taxable
year in which such income is received. Section 462 allowed a deduction
for reasonable additions to reserves for estimated expenses.
Unearned income. One of the basic principles of accounting is that
income is validated by the delivery of goods or services accompanied by
the receipt of cash or a claim for cash. Clearly, equity dictates that a
business should not have to pay tax on money that is received but not
yet earned, that is, where such receipt is burdened with an obligation
to render service, and so forth, beyond the taxable year of the receipt.
The present provisions of Section 455 dealing with prepaid subscription
income and Section 456 dealing with certain prepaid dues income,
although not completely adequate, do recognize this important principle.
Regulations Section 1.451-5, Revenue Procedure 71-21, (1971-2 CB
549), and Revenue Ruling 71-299, (1971-2 CB 218) also recognize
this principle and provide partial solutions for the problem.
A statutory provision should apply to receipts that carry a definite
liability to furnish goods or services in the future. There should be no
requirement as to any particular length of time subsequent to the end
of the taxable year in which the liability to perform must be satisfied.
If a maximum deferral period is considered necessary, it should not be
less than five years.
Taxpayers should be permitted the option of electing the deferral
treatment as to classes of unearned receipts. This would permit imma
terial items to be treated on a nondeferral basis.
It is recognized that an adjustment may be required during a transi
tional period in order to prevent substantial distortion of income.
Estimated expenses. For taxpayers on the accrual basis, another
basic accounting principle concerns the matching of deductions and
expenses of a fiscal period with the revenues applicable to such period,
even when it is necessary to estimate the amount of such deductions
and expenses.
At the time Section 462 was repealed (originally enacted in the Code
of 1954), Congress expressed its endorsement of the basic principle of
allowing taxpayers deductions for reasonable additions to reserves for
estimated expenses, with adequate safeguards to prevent the possible
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abuses that were feared under Section 462 as originally enacted.
A new provision allowing deductions for estimated expenses should
now be enacted, with the following limitations, to make the provision
workable and to gain additional experience with the problems that
might be encountered.
1. The categories of estimated expenses for which reasonable additions
to reserves would be deductible should be limited at the outset to
liabilities to customers, to employees, and to claims for multiple
injury and damage. Provision for estimated liabilities to customers
would include, for example, liabilities for cash and trade discounts,
advertising allowances, allowances for defective merchandise, and
so forth. Liabilities to employees would include, among other
things, liabilities for workmen’s compensation claims. Liabilities
for multiple injury and damage claims should be restricted to the
potential liability estimated on the basis of events that occurred
before the close of the taxpayer’s taxable year.
2. Taxpayers should be permitted the option of electing to deduct
additions to reserves for estimated expenses on an item-by-item
basis. A requirement for an all-inclusive treatment covering every
conceivable item of eligible estimated expense would carry the
danger of a greater revenue impact and of attempts by taxpayers to
claim deductions for items that may ultimately be held to be im
proper in an effort to protect the validity of their election. An
item-by-item election would permit taxpayers to deduct only those
estimated expenses that are substantial in amount and that the tax
payers reasonably feel are contemplated within the scope of de
ductibility of estimated expenses.
3. In order to prevent any immediate unfavorable effect on tax rev
enues, a transitional adjustment may be required.

SECTION 453
Elimination of Double Taxation Upon Change
From Accrual to Installment Basis
Upon a change from the accrual to the installment basis of reporting
taxable income from installment sales by dealers in personal property,
installment payments actually received during the year on account of
sales made in a taxable year before the year of change should be ex
cluded in computing taxable income for such year of change and for
subsequent years. [Section 453(c)]
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U nder the Internal R evenue C ode of 1939 a taxpayer changing from
the accrual m ethod to the installm ent m ethod was not perm itted to ex
clude from gross incom e for the year of change and subsequent years
the gross profit which had been included in incom e and taxed in an
earlier year w hen the taxpayer was on the accrual basis. T he result was
th at such taxpayer was taxed twice on the same income.
T he C om m ittee R eports accom panying the Internal R evenue Code of
1954 state that with the intention of elim inating this double taxation,
C ongress enacted Section 453(c) of the In ternal R evenue Code of 1954.
U nfortunately, th at section does not go far enough, for it still requires
th at the gross profit from installm ent paym ents received after the change
to the installm ent m ethod be included in gross income in the year of
receipt even though it had previously been taxed under the accrual
m ethod.
A ctually, Section 453(c) does not accom plish its intended purpose.
Only lim ited relief is provided from the double tax penalty. Even if it
is assum ed th at the tax rate and gross income is the same for the earlier
year and the year of change, the net incom e and the final tax in the
earlier year would probably have been sm aller because the expenses of
sale w ould have been deducted in the earlier year under the accrual
m ethod. T hus, the Section 453(c) adjustm ent will not elim inate all the
tax in the second year resulting from the inclusion of the gross profit.
T he double tax of Section 453(c), however, can be fully avoided by sell
ing the receivables prior to the election to report on the installm ent basis.
A lthough this technique does provide relief from the double tax, it adds
to the incongruity of Section 453(c).
In order to accom plish equity betw een taxpayers who change from the
accrual to the installm ent m ethod of accounting for installm ent sales,
taxpayers who adopted the installm ent m ethod originally, and taxpayers
who sell their receivables prior to changing to the installm ent method,
and, in order to bring about the expressed intent of the Congress, Section
453(c) should be am ended to perm it a changeover to the installm ent
m ethod w ithout double taxation.

SECTION 453
Open-End Sales
Section 453(b) should be amended to provide for installment sale re
porting in any open-end sale where payments in the year of sale do not
exceed 30 percent of the minimum sales price.
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Section 453(b) allows use of the installm ent sales m ethod, provided
paym ents in the year of sale do not exceed 30 percent of the selling
price. T he IR S m aintains th at to qualify fo r installm ent sale reporting,
a fixed and determ inable selling price m ust exist at the tim e of the sale.
In Gralapp, C A -10, 458 F 2 d 1158 (1972), the T enth C ircuit C ourt of
A ppeals upheld the Com m issioner in deciding th at an open-end sale
does not qualify for installm ent sale reporting. H ow ever, the court, by
dicta, indicated th at this decision should not be considered absolute in
all situations involving open-end sales.
W e recom m end th at Section 453 be am ended to provide for install
m ent sale reporting w here paym ents in the year of sale do not exceed
30 percent of the m inim um sales price. Contingent paym ents received
in subsequent years w ould adjust gross profit to be reported sim ilar to
the m ethod approved by the C om m issioner in R evenue R u ling 72-570,
(1972-2 CB 241). W e believe this provision would be equitable and
in accord with the intent of Congress in enacting Section 453— nam ely,
to provide a relief m easure from the paym ent of tax on the full am ount
of anticipated profits when only a small p art of the sales price has
been paid in cash. O pen-end sales frequently arise as a result of honest
differences of opinion as to the real value of property sold. W here these
differences of opinion exist, it m ay not be possible to com plete the sale
w ithout use of installm ent reporting, because the seller would owe m ore
tax on the sale than the am ount of paym ents received in the year of sale.
This am endm ent w ould not only provide sellers an opportunity to
consum m ate such sales with assurance about the resulting tax tre at
m ent, but w ould also elim inate m uch of the controversy th at arises
from the alternative use of the “ deferred paym ent m ethod” of reporting.

SECTION 472
Last-ln, First-Out Inventories
The issuance of annual reports that include disclosure of information
consistent with the requirements of regulatory or other authoritative
bodies that promulgate generally accepted accounting principles should
not violate the LIFO method conformity requirements. [Sections 472(c),
472(e)]
Section 472(c) presently provides th at a taxpayer m ay not properly
elect to use the L IF O inventory m ethod for federal incom e tax purposes
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unless it establishes to the satisfaction of the IR S that, for the taxable
year of election, it has used no procedure other th an L IF O to ascertain
the incom e, profit, o r loss fo r purposes of an annual report to share
holders, partners, oth er proprietors, beneficiaries, or for credit purposes.
Section 472(e) provides th at the sam e “conform ity” type of requirem ent
applies to the continued use of the L IF O m ethod for future taxable
years. T hus, w here there is a variance betw een the L IF O m ethod used
for tax purposes and the m ethod used to ascertain incom e, profit, or
loss for annual financial reporting purposes, the IR S m ay term inate the
L IF O election for a violation of these conform ity requirem ents.
A n “annual rep o rt” for these purposes apparently includes all the
num erical data, footnotes, and com m entary contained in any report
covering the entire taxable year, including annual financial statem ents,
annual reports, annual news releases, and so forth.
T he audited annual financial statem ents of corporate and other busi
ness taxpayers m ust be presented in accordance with generally accepted
accounting principles, and often m ust include disclosure therein of infor
m ation th at m ay be technically in violation of the conform ity require
m ent. In the case of com panies registered with the SEC, such disclo
sures m ay be necessary in ord er to satisfy the requirem ents of that
agency’s reporting and disclosure rules and regulations according to the
provisions of the Securities A cts of 1933 and 1934. Such rules and
regulations have been modified from tim e to tim e to require m ore com 
plete disclosure of financial inform ation consistent with the purposes
of those acts. M oreover, the SEC rules em brace the disclosure require
m ents of generally accepted accounting principles. Those principles are
prom ulgated by an authoritative accounting body, such as the Financial
A ccounting Standards B oard fo r periods since July 1973, and prior
thereto by the A ccounting Principles B oard of the A m erican Institute
of Certified Public A ccountants. In addition, a certified public accoun
tan t who is a m em ber of the A IC P A is prohibited by the rules of con
duct governing his professional activity from “expressing his opinion
th at financial statem ents are presented in conform ity with generally
accepted accounting principles if the statem ents depart in a m aterial
respect from such principles, unless he can dem onstrate th at due to
unusual circum stances application of the principles w ould result in m is
leading statem ents— in which case his report m ust describe the de
parture, its approxim ate effects, if practicable, and the reasons why
com pliance with the established principles w ould result in misleading
statem ents.”
In applying the provisions of Section 472(c) and (e), the IR S has
generally acknow ledged the practical need to accom m odate the differ
ences betw een the financial reporting disclosures necessary to satisfy
the requirem ents of the SEC a n d /o r generally accepted accounting
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principles, and the literal requirements of Section 472(c) and (e), so as
not to preclude the use of the LIFO method by taxpayers. See, for
example, Revenue Ruling 74-586 and the four prior rulings discussed
therein.
The development of new and more complete disclosure requirements
for financial reporting purposes is increasing substantially, and this
process is likely to continue. For affected taxpayers who must as a
practical matter issue annual financial reports, and so forth, with full
disclosure on a timely basis, this has caused delays and uncertainty
regarding such reports. Moreover, the establishment of other financial
reporting disclosure requirements by the SEC and/or the FASB may be
unduly hampered by the statutory inflexibility of present law.
Therefore, Section 472(c) and (e) should be amended to accommo
date automatically any financial reporting disclosures that are required
pursuant to the rules, regulations, or practices of regulatory bodies such
as the SEC, or that are required in order to satisfy generally accepted
accounting principles as promulgated in writing by an authoritative
accounting body such as the FASB. To avoid the establishment of
different standards for companies registered with the SEC and smaller
taxpayers, this amendment should apply to all taxpayers who use the
LIFO method, whether or not they are subject to SEC jurisdiction.

SECTION 482
Mitigation of Statute of Limitations in Related
Taxpayer Cases
Whenever the Secretary of the Treasury exercises his right to reallocate
income or deductions between or among two or more taxpayers, either
the party whose income is decreased or whose deductions are increased
by such reallocation should be permitted to pick up the effect of the
adjustment without regard to the statute of limitations, or no reallocation
should be made under Section 482.
Section 482 permits the Secretary to reallocate income and deductions
among related taxpayers where, in his opinion, action is necessary to
reflect properly the income of the respective related taxpayers. Where
such allocations are made, correlative adjustments to the income of re
lated taxpayers involved in the allocations are required by the Regula
tions where not otherwise barred by law. Often, an increase in taxable
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income of one of the parties is determined at a time when the statute of
limitations with respect to one of the related taxpayers has already ex
pired. This bars a tax refund for such other party which otherwise
would be obtainable. Thus, after having collected the tax from one
taxpayer, the Secretary can refuse a refund of tax to the other taxpayer
affected. In this situation the same income is taxed twice.
The party whose income is decreased or whose deductions are in
creased by a reallocation under Section 482 should be accorded the
right of a correlative adjustment without regard to the statute of limita
tions. Alternatively, the Section 482 adjustment should not be permitted
if the correlative adjustment is barred by the statute of limitations.
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Exempt Organizations

SECTION 501
Tax Treatment of Certain Cooperative
Housing Associations
In the case of homeowners associations, condominium housing asso
ciations, and cooperative housing corporations, only the net investment
income and net income derived from a trade or business should be
taxable.
Because of the IRS interpretation of the language of Section 501
(c)(4), condominium housing associations and homeowners associations
generally do not now qualify for exemption from federal income tax.
These associations are supported by periodic assessments against the
members who are the owners of condominium units or the owners of
residences in a real estate development. The funds are used for the
management, maintenance, or operation of the common areas of the
projects. Part of the funds are used to build up reserves to be used for
future maintenance, repairs, or replacement of the common facilities.
As such, these funds actually represent the savings of the unit owners
and should not be subjected to federal income tax.
These cooperative housing associations should be taxed only on
their net investment income and net income derived from a trade or
business. Assessments for the administration, maintenance, operation
and capital improvement of the homeowners associations, should not
be taxable.
To correct this situation. Subchapter F should be amended to provide
for exemption for these associations on qualifying membership dues,
fees, or assessments. To be sure that the exemption is not abused, it
should be limited to those associations deriving 80 percent or more of
their gross income from association members.
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Corporations Used to Avoid
Income Tax on Shareholders

SECTION 534
Burden of Proof
Section 534 should be amended to provide that the burden of proof is
always on the Secretary or his delegate irrespective of the court in
which the case is tried or any pleading by the Secretary or his delegate.
Under present law, Section 534 shifts the burden of proof to the Sec
retary or his delegate in an accumulated earnings tax case in the Tax
Court if the taxpayer files “a statement of the grounds (together with
facts sufficient to show the basis thereof) on which the taxpayer relies
to establish that all or any of the earnings” have not been unreasonably
accumulated.
In cases having arisen to date involving the Sec. 534(c) statement,
the Secretary or his delegate, in answering the taxpayer’s petition to the
Tax Court, has generally denied the sufficiency of the grounds and
adequacy of the facts set forth in the Section 534(c) statement and has
generally pleaded an affirmative answer. Only in rare instances has the
Tax Court found a taxpayer’s statement sufficient to shift the burden of
proof. Experience has shown that more often than not the taxpayer’s
statement of facts in support of the stated “grounds” for the accumula
tion was found wanting.
It has been a traditional concept of tax procedure that the taxpayer
should be allowed to select the forum that is most convenient to him.
Accordingly, if the burden of proof can be shifted to the Secretary or
his delegate in deficiency proceedings, it should also be possible to
shift it to the government in refund proceedings.
The tax imposed by Section 531 on corporations improperly accumu
lating surplus is a penalty tax rather than a tax on income. In any pro
ceeding, the burden should be on the Secretary or his delegate to show
that a penalty is warranted, rather than on the taxpayer to show that
a penalty should not be assessed. Accordingly, it is recommended
that the filing by a taxpayer of a Section 534(c) statement in an ac
cumulated earnings tax proceeding should shift the burden of proof to
the Secretary or his delegate in all cases irrespective of (1) the court in
which the case is tried and (2) any pleading the Secretary or his delegate
may file with respect to the sufficiency of the statement. The require
ment of a statement of facts in a Section 534(c) statement should be
eliminated.
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SECTION 563
Dividends Paid After Close of Taxable Y e ar by
Personal Holding Companies
Section 563(b) should be amended to provide that dividends paid
within the time for filing the federal tax return (including extensions) for
a particular taxable year will be considered as paid during such taxable
year to the extent such dividends do not exceed undistributed personal
holding company income. To prevent tax avoidance, this amendment
would be limited to companies which have not been personal holding
companies in any of the three preceding taxable years.
Section 563(b) presently provides that a personal holding company
(PHC), in computing its undistributed PHC income, may elect to deduct
dividends paid within two and one-half months after the end of a taxable
year as paid on the last day of that year. But the deduction cannot
exceed either the undistributed PHC income of the taxable year or 20
percent of the actual dividends paid during the taxable year.
The purpose of Section 563(b) is to allow additional time after the
close of the taxable year for a company to determine accurately its PHC
income so it can pay out the dividends required to eliminate the penalty
tax. However, the 20 percent limitation in Section 563(b)(2) is too re
strictive to allow the provision to accomplish this purpose. Many com
panies do not know the extent or existence of their PHC problem until
after year end because of the difficulties of estimating their income and
the complexities in determining PHC status before year end. Thus,
the requirement that about 83 percent of the required dividends must be
paid during the taxable year to use the 20 percent “after-year” dividend
provision may actually afford little assistance to a company unknow
ingly caught in a PHC trap. Furthermore, repeal of this limitation
would in no way affect the primary purpose of this penalty tax, which
is to compel a distribution to the stockholders so that an income tax
can be collected from them on the dividends received.
Therefore, Section 563(b) should be amended to provide that divi
dends paid within the time for filing the federal tax return (including
extensions) for a particular taxable year will be considered as paid
during such taxable year to the extent such dividends do not exceed
undistributed personal holding company income. To prevent abuses by
shareholders of PHCs who would continuously defer dividend distribu
tions to the following year, this amendment would be limited to compan
ies which have not been PHCs in any of the three preceding taxable years.
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Banking Institutions

SECTION 593
Bad Debt Reserves of Mutual Savings Banks, Etc.
Section 593(c)(1) should be amended to provide specifically that
record-keeping requirements concerning bad debt reserves will be met
if the taxpayer is able to provide, at the time of an examination, infor
mation sufficient to enable the IRS to determine whether amounts
claimed by the taxpayer as deductions for additions to bad debt reserves
are within the prescribed limitations.
Mutual savings banks and savings and loan associations have had
difficulties with the record-keeping required by the IRS in accounting
for bad debt reserves. Severe penalties, namely, forfeiture of otherwise
allowable deductions, can arise for failure to comply. (See Leesburg
Federal Savings & Loan Association, 55 TC 378 (1970).) A taxpayer
who can establish his intention, and thus cannot prejudice the Treasury’s
position, should not be denied a deduction provided by the Code, and
it is doubtful whether Congress would have so intended. Congress should
clarify Section 593 to recognize that a taxpayer’s intent, rather than
formalistic bookkeeping requirements, should govern. This might be
shown by the claiming of the deduction itself in the return, or by includ
ing computations of the deduction and various limitations on schedules
attached to the return.
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Estates, Trusts, Beneficiaries
and Decedents

SECTION 642
Unused Investment and Foreign Tax Credits on
Termination of an Estate or Trust
The investment and foreign tax credits not used by the estate or trust
should be available as a carryover to the beneficiaries succeeding to the
property of the estate or trust. [Section 642(h)]
Present law provides for the carryover of a net operating loss, a capital
loss, and the excess of deductions over gross income in the last taxable
year to the beneficiaries succeeding to the property of the estate or trust.
It is equitable for the beneficiaries also to be allowed the benefit of the
unused investment and foreign tax credits.

SECTION 642
Separate Shares— Partial Termination
The deduction carryover provisions of Section 642(h) should be extended
to the termination of a single beneficiary's entire interest in a trust
having different beneficiaries where such interest represents a separate
share as determined under Section 663(c).
The deduction carryover provision of Section 642(h) applies only
upon the final termination of an estate or trust. The provision should be
extended so as to include an apportionment of such deductions when
there is a final termination as to a single beneficiary’s separate share in
a trust where there are several beneficiaries.

SECTION 663
Corpus Distributions
The definition of the types of gifts and bequests which are excluded
from the gross income of beneficiaries of estates and trusts should be
expanded. [Section 663(a)]
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Payments of certain specific bequests or gifts of specific sums of
money or specific property are not deductible from distributable net
income of the estate or trust. Such payments are not includible in the
income of the recipient. However, other distributions of the same
nature and character result in a distribution of taxable income, and are
taxed to the recipient, because they fail to meet the test of the exclusion
in the Code. The Section 663 exclusion test should be liberalized to
permit exclusion from income of a beneficiary of
1. All bequests or gifts, unless payable solely from income, if paid all
at once or within one taxable year of the estate or trust, or, in the
case of installment payments, if distributed before the close of the
thirty-sixth month after the death of the testator.
2. Any real property, tangible personal property (except money), or
stock in a closely held corporation which is properly distributed
within the thirty-six months following the death of the decedent.

SECTION 665
Throwback Provisions
The provisions applicable to the distribution of accumulated income
by trusts should be simplified. There should be one method of comput
ing the tax on accumulation distributions. The accumulation rule should
not apply to income earned for a beneficiary before age 21, and there
should be a de m inim us rule below which there will be deemed to be
no accumulations. The throwback rules should not apply to capital
gains nor should they apply to accumulations after a ten-year period.
[Sections 665, 668, 669]
The rules concerning the taxation of distributions of accumulated
trust income are unduly complex and burdensome. The Code should
be amended to
1. Provide one method for determining the tax on the distribution of
the accumulated income similar to the present provision of Section
668(b), but with the income being added to taxable income rather
than gross income.
2. Eliminate the application of the throwback rules to income accumu
lated prior to the existence of the beneficiary and prior to a benefi
ciary’s reaching 21 years of age.
3. Provide that no recomputations will be required or permitted con
cerning those years in which the undistributed net income does not
72

exceed $1,000. It should be further provided that this exception
will not be applicable if a person is a beneficiary for more than one
trust and the total undistributed net income that might be applicable
to him for that year exceeds $1,000.
4. Eliminate the application of the throwback rules to capital gains.
5. Limit the applicability of the accumulation trusts rules to income
accumulated in the previous ten years.
The adoption of these provisions would prevent the use of the
complex throwback provisions in those instances where little or no tax
abuse is involved. It would eliminate the application of the rules to
many trust situations in which there is no specialized technical advice
available to the trustee and beneficiary. It is believed that in many
instances where small trusts are involved the parties do not have avail
able the type of professional assistance necessary to cope with the
problems of the throwback provisions. Further, the ten-year limitation
on the throwback rule is deemed to be absolutely essential because of
the onerous record-keeping requirements that would otherwise be
necessary. It is not reasonable to expect beneficiaries to retain records
for more than ten years, particularly when it is considered that in certain
instances the person to whom the throwback provisions would be applied
may not even be aware that the potential application exists. The use
of the ten-year throwback provision is deemed to be sufficient to elimi
nate most abuse situations. In those instances where the beneficiary
does not have the use of the funds for a period in excess of ten years,
it is deemed to be unwarranted to have him pay the tax on those funds.

SECTION 665
Undistributed Net Income— Limit Amount to
"Income" Under Governing Instrument
The definition now contained in Section 665(a) may result in an appli
cation of the throwback rule to items that were not previously distri
buted because they were not “income.”
The term undistributed net income is defined as the excess of distri
butable net income over the sum of the amounts distributed or required
to be distributed and the taxes paid. This amount can include items
which are not “income” under state law and under the governing
instrument.
For example, the trust may have received a corpus distribution from
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an estate. The distribution may have resulted in an inclusion in the
trust’s gross income of part of the estate’s distributable net income under
the provisions of Section 662(a). The trust, however, has no income
under state law.
To avoid the throwback provisions from applying to items that are
not income, Section 665(a) should contain a limitation based upon the
provisions of state law and the governing instrument.

SECTION 691
Income in Respect of Decedents
The income tax deduction for the estate tax attributable to income in
respect of a decedent should be replaced by an estate tax deduction for
the income tax attributable to such income.
The purpose of the Section 691(c) deduction is to relieve a double
tax situation and place the decedent’s estate or heir in the same position
as the decedent would have been had he realized the income during his
lifetime and paid the income tax thereon. Present law provides for a
deduction of an attributable portion of estate tax as an income tax de
duction rather than an attributable portion of income tax on this
income as a deduction for estate tax purposes. The provision of a
deduction for income tax purposes, rather than an income tax deduc
tion for estate tax purposes, appears to have been made for administra
tive expediency; it results in difficult, complicated computations and can
produce inequitable results.
It is recommended that the deduction permitted by Section 691(c) to
persons who include in gross income, income in respect of a decedent
under Section 691(a), should be replaced by rules which would permit
a deduction for estate tax based upon the amount of income tax which
would be deemed attributable to all items includible as income in respect
of a decedent under Section 691(a), less deductions allowed under Sec
tion 691(b). This method would give a result that more nearly represents
the actual tax effect that would have prevailed if the decedent had real
ized the income prior to his death. The amount of income tax which
would be deemed attributable to these items of income and deductions
would be determined by reference to the decedent’s income tax rates.
Specifically, the decedent’s income tax for the three years prior to the
year of death would be recomputed by including in each year one-third
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of the net of the Section 691(a) and (b) items. The resultant increase in
tax would represent the amount of the deduction to be taken in com
puting the taxable estate.
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Partners and Partnerships

SECTION 703
Partnership Organizational and Reorganizational
Expenditures
Section 703 should be amended to permit partnerships to deduct organi
zational and reorganizational expenditures.
Present law in Section 248 provides for deduction of corporate organi
zational expenditures. Section 703 should be amended to provide parallel
treatment for partnerships. This would include a deduction for expendi
tures incident to the creation of the partnership and preparation of the
partnership agreement.
The recommendation for Section 248 suggests expanding the deduc
tion under Section 248 to cover reorganizational expenditures. Partner
ships should receive parallel treatment.

SECTION 703
Deficiency Elections for Partnerships
Section 703(b) should provide that elections permissible at the part
nership level will be considered timely if made in connection with a
determination that a partnership in fact exists, notwithstanding the failure
to have made such elections on a timely filed partnership return.
Code Section 761 provides only a brief definition of a partnership. It
is possible that an examination by the IRS may result in the determina
tion that an operational format utilized by taxpayers was in fact a part
nership under Section 761. Where taxpayers have acted in good faith in
reporting taxable income or loss predicated on the belief that a part
nership did not exist, they should not be penalized for failure to make
otherwise allowable elections on a partnership return. Accordingly,
the concept of an elective deficiency remedy, similar in intent to that of
Section 547 regarding deficiency dividends, should be made applicable
under Section 703(b). It should cover situations in which an IRS deter
mination that a partnership exists would have the effect of nullifying
good faith elections made at the taxpayer level, or would prevent elec
tions at the partnership level which would otherwise have been valid if
a timely partnership return had been filed.
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SECTION 706
Closing of Partnership Y ear
The taxable year of a partnership should close with respect to a part
ner who dies unless his personal representative elects otherwise. [Section
706(c)(1)]
Present law provides that the taxable year of a partnership does not
close with respect to a partner who dies, unless as a result of such
death, the partnership is terminated or a sale or exchange of the
decedent’s interest in the partnership occurs on the date of death.
This provision prevents bunching of income in the final return of a
decedent partner where otherwise two partnership years could close in
such year. However, the inability to include such income in the
decedent’s final return many times results in the loss of deductions and
exemptions which could otherwise be offset against the decedent’s share
of partnership income to the date of death.
It is recommended that the present rule be amended to provide that
a partnership year with respect to a deceased partner shall close as of
the date of such deceased partner’s death, unless the deceased partner’s
personal representative or other person responsible for filing the dece
dent’s final tax return elects to continue such partnership year for the
decedent partner’s interest.

SECTION 754
Basis Adjustment of Partnership Property for
Gift Tax Paid
The Section 754 election should be applicable to transfers by gift where
the donor’s basis is increased by the gift tax paid on transfer of the
partnership interest.
The optional adjustment to basis of partnership property pursuant
to election under Section 754 is designed to reflect basis in partnership
assets on transfer of a partnership interest when the transeferor’s basis
does not carry over to the transferee, such as in the case of a distribution
of property under Section 734(b) or the transfer of a partnership
interest by sale or exchange or on death under Section 743(b). Although
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transfer of a partnership interest by gift involves carryover of the donor’s
basis, the adjustment to basis in the hands of the transferee as a result
of the gift tax paid, can be substantial. Accordingly, it is recommended
that transfer by gifts be covered by the Section 754 election, subject
to an exclusion for de minimus gift taxes, in order to enable such addi
tional basis to be reflected in partnership assets on behalf of the trans
feree.
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Regulated Investment
Companies

SECTION 852
Deficiency Dividends for Regulated
Investment Companies
Where a regulated investment company has acted in good faith in
distributing 90 percent of its taxable income, the dividends-paid deduc
tion also should take into account deficiency dividends, similar to those
determined under Section 547, if the taxpayer’s taxable income is in
creased upon examination so that the 90 percent requirement is not
met. [Section 852(a)(1)]
Section 852(a) provides that a regulated investment company must
distribute 90 percent of its taxable income in dividends. It is possible
that an examination by the IRS may change the taxpayer’s taxable
income significantly, resulting in a tax liability because, as a result of
the increase in taxable income, the taxpayer does not meet the 90 per
cent requirement.
The provisions regarding deduction for deficiency dividends, such as
those of Section 547, should be made applicable with respect to situations
in which a Service examination causes a regulated investment company
to fall below the 90 percent requirement when prior to the examination
the trust, in good faith, had distributed 90 percent of its taxable income.
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Real Estate
Investment Trusts

SECTION 856
Commitment Fees Received by Real Estate
Investment Trusts
The limitations applicable to qualifying gross income of a real estate
investment trust should be expanded to include fees received for making
a commitment to loan money on real estate. [Section 856(c)]
Section 856(c) provides that a trust or association shall not be con
sidered a real estate investment trust unless 90 percent of its gross
income is derived from passive sources, such as dividends, interest, real
property rents, gains on stock, securities, and real property, and real
property tax abatements and refunds. In addition, at least 75 percent of
such passive gross income must specifically result from real property
interests, mortgages thereon, or other real estate investment trusts.
Although it is common practice for real estate investment trusts to
take commitment fees in connection with mortgage loans, such fees are
not within the enumerated permissible passive sources of gross income
and, therefore, receipt of such fees may result in disqualification of the
trust.
Accordingly, it is recommended that the statute be amended to treat
commitment fees as qualifying source income for purposes of the 90
percent and 75 percent gross income tests.
“Commitment fees” should be defined as all fees received for making
a commitment to loan money on real estate or to acquire interests in real
estate. Such definition would, therefore, encompass commitments com
monly referred to as “standby” or “takeout” fees, as well as commitment
fees applicable to the purchase and leaseback of real property.

SECTION 857
Deficiency Dividends for Real Estate
Investment Trusts
Where a real estate investment trust has acted in good faith in distribut
ing 90 percent of its taxable income, the dividends-paid deduction also
should take into account deficiency dividends, similar to those deter
mined under Section 547, if the taxpayer’s taxable income is increased
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upon examination so that the 90 percent requirement is not met. [Section
857(a)(1)]
Section 857(a) provides that a real estate investment trust must dis
tribute 90 percent of its taxable income in dividends. It is possible that
an examination by the IRS may change the taxpayer’s taxable income
significantly, resulting in a tax liability because, as a result of the increase
in taxable income, the taxpayer does not meet the 90 percent require
ment.
The provisions, such as those of Section 547, regarding deduction for
deficiency dividends, should be made applicable with respect to situ
ations in which a Service examination causes a real estate investment
trust to fall below the 90 percent requirement when prior to the examina
tion the trust, in good faith, had distributed 90 percent of its taxable
income.
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Tax Based on Foreign
Income

SECTION 864
Force-of-Attraction Doctrine
The limited vestige of th e force-of-attraction doctrine should be repealed
so that U.S. source business-type income which is in no way related to
the activities of a U.S. trade or business should not be treated as effec
tively connected income subjected to U.S. tax. [Section 864(c)(3)]
Prior to the enactment of the Foreign Investors Tax Act in 1966,
the taxation of a foreign taxpayer in the Code was based on the “forceof-attraction” principle, under which, if the foreign taxpayer was en
gaged in trade or business in the United States, all U.S. source invest
ment and unrelated business income was “attracted” to and treated as
part of the trade or business and thereby subjected to U.S. tax at
regular rates.
The Foreign Investors Tax Act abandoned this principle as at January
1, 1967, and substituted therefor the “effectively connected” concept,
under which a foreign taxpayer engaged in a U.S. trade or business is
taxed at regular rates only on his business income (although the “effec
tively connected” concept does attract to U.S. tax certain items of for
eign source business income). U.S. source income not connected with a
U.S. business, usually investment income referred to in the Code as
“fixed and determinable annual and periodical gains, profits and in
come,” is only taxed at regular rates when that income is “effectively
connected” with the conduct of a trade or business in the United States;
otherwise it is not “effectively connected” and is taxed at a flat rate of
30 percent on gross income (or lower treaty rate where applicable).
Under Section 864(c)(3), however, not effectively connected U.S.
source income which does not fit into the definition of fixed and deter
minable annual and periodical gains, profits and income is treated as
“effectively connected” and taxed at regular rates. Thus, even though
such income is not factually “effectively connected” with a U.S. trade
or business, it is still taxed as such. To this degree, there still exists
the anachronistic “force-of-attraction” principle.
This rule is illustrated by example (3) of Regulations Section 1.8644(b) as follows:
Foreign corporation X is engaged in the business of buying and
selling of electronic equipment and has a branch office in the United
States to sell electronic equipment to customers in the U.S. and else
where. The home office of foreign corporation X also is in the business
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of buying and selling vintage wines. However, the U.S. branch is not
equipped to sell and does not participate in the sales of vintage wines.
By virtue of the activity of its sales branch, foreign corporation X is
engaged in trade or business in the U.S. However, sales which do not
relate to the U.S. branch are still treated as effectively connected income.
Thus, if the home office directly makes sales of the vintage wines in
the U.S. without routing such sales through its U.S. branch, that income
is considered effectively connected with the conduct of a trade or
business in the United States.

U.S. tax policy made great strides forward when it adopted the “effec
tively connected” concept, since such concept is more in keeping with
economic and business realities. In the above example, for instance,
since the wine sales are not in any way the result of economic or busi
ness activities of the U.S. branch, there is no reason, as a matter of
policy, for the U.S. to tax the income from the wine sales. Accordingly,
Section 864(c) should be eliminated from the Code, or such other
amendments should be made which would completely bury the “forceof-attraction” doctrine.

SECTION 904
Carryback of Excess Foreign Income Taxes
The two-year carryback provisions of the excess of foreign income
taxes paid or accrued over the applicable limitations of Section 904
should be changed to three years. [Section 904(d)]
Section 904(d) provides that any foreign income taxes that are paid
or accrued to any foreign country and that exceed the applicable limita
tions of Section 904(a) are carried back two years and then forward
five years.
The carryover concept of excess deductions and credits is employed
in other areas of the Code. With respect to the normal types of net
operating losses, capital losses and unused investment tax credits, a
three-year carryback period has been determined by Congress to be the
most appropriate and the Code so provides. For some reason, however,
the three-year carryback period has never been extended to Section
904(d).
In the interest of consistency in the Code, the three-year carryback
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provisions for net operating losses, capital losses, and unused invest
ment tax credits should be adopted with respect to excess foreign income
taxes. Such conformity would be achieved by amending the foreign tax
carryback provisions from two years to three years.

SECTION 911
Definition of Earned Income of Unincorporated
Business for Purposes of Section 911
The exclusion of earned income from foreign sources provided under
Section 911 should apply to net business income where business is unin
corporated.
Considerable inequity exists where earned income from unincor
porated business activities is defined with respect to gross income, rather
than net income, from such business. If the exclusion is applied at the
gross income level, the proportionate part of the business deductions
applicable to the excluded gross income are nondeductible. The result
is to permit, in every case, an exclusion of an amount less than the
$20,000 or $25,000 maximum specified in the statute.
Such an approach discriminates against the self-employed or members
of a partnership. If a sole proprietor or partner who has been a bona
fide resident of a foreign country for more than three years has gross
income of $100,000 and net income of $25,000 from a business in
which capital is not a material income-producing factor, his earned
income exclusion would be $25,000 if applied at the net income level
and only $6,250 if applied at the gross income level. If the business
were incorporated and the taxpayer’s salary was equal to the net income
of the business, he would exclude the entire salary from gross income.
Since the only possible source of any reasonable compensation for per
sonal services in the case of the self-employed is the net profits from the
business, any tax benefit should be based on such net profits.
The IRS has apparently interpreted the law to apply the Section 911
exclusion against the gross income derived by a taxpayer from an unin
corporated business. The ruling in Anne M. B. Brewster, 55 TC 251
(1970), seems to give judicial sanction to the IRS interpretation. Be
cause of the inequity of the result, we believe that Section 911 should
be amended.
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SECTION 911
Exclusion of Earned Income From Sources
Without the United States
The exclusion from gross income of earned income from sources without
the United States attributable to presence in another country for seven
teen months granted by Section 911(a)(2) should be allowed for all
resident aliens.
In general, the tax laws do not distinguish between resident aliens
and U.S. citizens. However, in one important respect there is a differ
ence in treatment that results in an inequity to the resident alien.
A resident alien is taxed on his global income just as a citizen. How
ever, if the alien works for an extended period of time outside the United
States, he is taxed more severely than any citizen since he is not per
mitted the earned income exclusion under Section 911(a)(2). There is
no basis in reason or equity for this distinction.
The IRS announced its position in Revenue Rulings 72-330 (1972-2
CB 444) and 72-598 (1972-2 CB 451): Aliens residing in the United
States who are nationals of certain countries may avail themselves of
Section 911(a)(2) benefits by reason of the nondiscrimination clause
contained in the income tax treaty between those countries and the
United States. Countries covered by nondiscrimination clauses in
treaties now include Austria, Belgium, Canada, Denmark, Finland,
France, Germany, Greece, Ireland, Luxembourg, The Netherlands, Nor
way, Pakistan, Sweden, Switzerland, Trinidad and Tobago, Union of
South Africa, and the United Kingdom.
To clarify the application of Section 911 to nationals of treaty coun
tries other than those enumerated in the two rulings cited above and to
extend its application to nationals of nontreaty countries (for example,
Latin American countries), Section 911 should be amended to permit
the exclusion to all resident aliens, irrespective of whether a tax treaty
is involved.

SECTION 956
Investment in United States Property Rules
The broad application of the investment in U.S. property rules should
be narrowed to cover true constructive dividend situations, since it has
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proven to be primarily a trap for the unwary to the uninitiate, and an
anti-balance-of-payments pressure to the sophisticate. [Sections 951
(a)(1)(B), 956]
Since 1962, to the extent that a controlled foreign corporation (CFC)
increases its investment in U.S. property, the accumulated earnings and
profits of the CFC, to the extent of such increase, are deemed distri
buted to the U.S. shareholders and subjected to current U.S. tax. (The
Code defines U.S. property broadly to include almost every property
right with exceptions for such items as U.S. government obligations,
bank deposits, and certain trade receivables.) Therefore, if a CFC
invests its surplus cash in the United States, its U.S. shareholders would
be subject to U.S. tax, although a similar type of investment in foreign
property would not attract dividend consequences to the U.S. share
holders.
Although there may have been some abuse in this area prior to 1962,
the scope of Section 956, as enacted in 1962, is so broad that it extends
to many transactions and asset acquisitions which bear no semblance
to dividends. For example, the U.S. shareholder of a CFC is subjected
to current U.S. tax where the CFC’s U.S. investment is made in shares
or securities of a wholly unrelated U.S. person. Such an acquisition
in no way resembles a constructive dividend since the U.S. shareholder
gains no direct economic benefit of an investment by its CFC in such
an unrelated U.S. entity. The scope of Section 956 has been expanded
(Revenue Ruling 74-436, IRB 1974-36, 12) to the point where a U.S.
shareholder can be taxed on an amount greater than the largest invest
ment in U.S. property ever made by the CFC, a result which seems
unreasonable and unwarranted in the light of what Section 956 was
intended to accomplish.
Section 324, Title III of the Energy Tax and Individual Relief Bill of
1974 (H.R. 17488) moves in the right direction by limiting the scope of
Section 956 to apply only in cases where the CFC engages in a trans
action (share acquisition, loan, or lease) with a related U.S. person. We
believe, however, that there is no reason to treat a bona fide and arm’slength leasing transaction between a CFC and a related U.S. person
as an investment in U.S. property, although we are in essential agree
ment with the remainder of this provision.
As long as the income of a controlled foreign corporation is not sub
jected to current U.S. tax, generally, investments in the United States
by the CFC should not subject the U.S. shareholder to U.S. tax (where
comparable investments by the CFC can be made abroad without sub
jecting the U.S. shareholder to current U.S. tax) except where the invest
ment has all the earmarks of being a disguised distribution of earnings
and profits (i.e., essentially equivalent to a dividend). This should only
occur in debt or equity transactions with a related U.S. party. Such
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a rule would encourage CFCs to keep surplus cash in U.S. investments
other than bank accounts and governmental obligations and should act
as a positive factor in the U.S. balance of payments.
In addition to narrowing the definition of U.S. property, the statutory
rules of Section 956 for computing the taxable amount of investment
in U.S. property should be modified to avoid certain existing inequities.
It is a well-settled principle that a corporation must have current or
accumulated earnings and profits to make a distribution to its share
holders taxable as a dividend. Accordingly, Section 956 should be
amended to preclude constructive dividend treatment to the U.S. share
holder if the CFC
1. has no current or accumulated profits at the close of the year in
which it invests in U.S. property, and
2. has current earnings and profits in a subsequent year but does not
increase its investments in U.S. property.
If there are investments in the subsequent year, the rules should limit
the taxation under Section 951(a)(1)(B) to the extent of the amount
(basis) of investments made in such subsequent year, and eliminate
entirely consideration of investments made in the earlier year(s). There
is precedence in the Code for this type of treatment in the Section 306
provisions which except shares otherwise qualifying as Section 306
stock from categorization as such (thus not giving rise to ordinary in
come upon their sale or exchange), if the issuing corporation had no
current or accumulated earnings and profits at time of issuance. A rule
of this nature in Section 956 would make the section operate more
equitably and reasonably.

SECTION 958
Controlled Foreign Corporation Defined
Section 958 should be amended so that it is not possible for secondtier and lower-tier subsidiaries to be controlled foreign corporations
where the first-tier foreign corporation is not a controlled foreign corpo
ration. [Section 958(b)(3)]
Section 957(a) defines a “controlled foreign corporation” (CFC) as
any foreign corporation of which more than 50 percent of the total
voting power of all classes of stock is owned or considered as owned
within the meaning of Section 958 by U.S. shareholders. Therefore, a
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first-tier foreign corporation is not a CFC where more than 50 percent
in value of its stock is owned by U.S. shareholders, provided the U.S.
shareholders do not meet the voting power test. However, in such a
case, although the first-tier foreign corporation is not a CFC, foreign
subsidiaries in which the first-tier foreign subsidiary owns more than
50 percent of the total voting power are CFCs. This result, apparently
contrary to congressional intent, is determined as follows:
1. Section 958 provides that for purposes of determining whether a
corporation is a CFC under Section 957, the constructive owner
ship rules of Section 318(a), as modified, shall apply.
2 . Section 318(a)(2)(C) as modified by Section 958(b)(3) provides
that, if 10 percent or more in value of the stock of a corporation is
owned, then the owner shall be considered as owning any stock
owned by that corporation in the proportion which the value of the
stock owned in the first corporation bears to the value of all of the
stock of such corporation.
3. When applying Section 318(a)(2)(C), Section 958(b)(2) provides
that if a corporation owns more than 50 percent of the voting power
of all classes of stock entitled to vote, it shall be considered as own
ing 100 percent of the stock entitled to vote.
An example to illustrate the application of the cited Code sections
follows. Assume foreign corporation F owns 60 percent of the one class
of outstanding stock of foreign corporations X and Y, and Y owns 60
percent of the one class of outstanding stock of foreign corporation Z.
The ownership in F is as follows:
Number of Shares
Class A
Class B
Total
(Non-Voting) (Voting)

U.S. Shareholder
Foreign
Shareholders

% of Ownership
Voting Value

550

150

400

48%

55%

450

25

425

52%

45%

1,000

175

825

100%

100%

The application of the various sections is as follows:
1. F is not a CFC since U.S. shareholders do not own more than 50
percent of its voting power.
2 . Under Section 958(b)(2), F is considered to own 100 percent of X
and Y, and Y is considered to own 100 percent of Z when applying
Section 318(a)(2)(C).
3. The U.S. shareholder under Section 318(a)(2)(C) is considered to
own 55 percent of the stock of corporations X, Y, and Z; thus,
they are CFCs.
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To remedy this condition, Section 958(b)(3) should be modified to
read: “In applying subparagraph (C) of Section 318(a)(2), the phrase
‘10 percent’ shall be substituted for the phrase ‘50 percent’ and the
phrase ‘voting power’ shall be substituted for the word ‘value’ used in
subparagraph (C).”

SECTION 960
Extension of Foreign Tax Credit Under Subpart F
Rules to Third-Tier Foreign Corporation
Section 960 of the Code should be amended to allow credit for foreign
taxes of third-tier foreign subsidiaries to be comparable to a similar
change made in Section 902.
Section 960 provides the authority for taxpayers to claim a foreign
tax credit when subject to tax under Subpart F. As currently consti
tuted, the credit is available to a U.S. taxpayer with respect to foreign
income taxes paid or accrued by a first-tier foreign corporation, in
which it (the taxpayer) owns at least a 10 percent voting interest, and a
second-tier foreign corporation, in which the qualifying first-tier foreign
corporation owns at least a 50 percent voting interest. These rules are
identical to the pre-1971 Section 902 rules.
Section 902, as amended in January 1971, allows foreign tax credit
with respect to foreign income taxes paid or accrued by the following:
1. First-tier foreign corporation in which the taxpayer owns at least
a 10 percent voting interest,
2. Second-tier foreign corporation in which a qualifying first-tier foreign
corporation owns at least a 10 percent voting interest, and
3. Third-tier foreign corporation in which a qualifying second-tier
foreign corporation owns at least a 10 percent voting interest,
provided that the taxpayer has at least a 5 percent indirect voting inter
est in the second- and third-tier corporations.
There is no apparent reason why the parallel formerly existing be
tween Sections 902 and 960 should have been destroyed. Congressional
intent in enacting Section 960 appears to have been to structure this
section exactly like Section 902. Failure to amend Section 960 was
apparently a legislative oversight in drafting the 1971 amendment to
Section 902.
It is therefore recommended that Section 960 be amended to lower
the percentage voting interest requirement to 10 percent in the case of
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second-tier foreign corporations and to encompass third-tier foreign
corporations owned at least 10 percent by qualifying second-tier foreign
corporations.

SECTION 1503
Carryover and Carryback of Foreign Tax Credit
of Western Hemisphere Trade Corporation
The Code should permit carryover and carryback of foreign tax credit
attributable to differential in normal U.S. tax rate and Western Hemi
sphere Trade Corporation rate. [Section 1503(b)(1)]
A Western Hemisphere Trade Corporation which is includible in a
consolidated U.S. tax return has a restriction on its ability to use the
excess of the foreign taxes it incurs over the effective 34 percent rate
of tax which it pays to the U.S. against tax on other foreign income
in a consolidated tax return. This effectively prevents the foreign tax
itself from being utilized by the consolidated group in any way. We
recommend that the statute be changed to permit the amount of
foreign taxes between the 34 and 48 percent rates to be carried back
and carried over against tax assessed on Western Hemisphere Trade
Corporation income under the normal carryback and carryover provi
sions of Section 904(d).
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Gain or Loss on Disposition
of Property

SECTION 1014
Basis of Property Acquired From a Decedent
Section 1014(b)(6) should be amended to provide that the 100 percent
fair market value rule applies, regardless of whether the property is
held as community property, in joint tenancy, or as tenants in common.
Under Section 1014(b)(6) a surviving spouse’s one-half share of
community property takes on a basis equal to its fair market value at
the applicable valuation date of the decedent spouse’s estate. This
new basis is applicable only if the decedent and the surviving spouse
held the property as community property. As to property acquired with
community funds to which the decedent and the surviving spouse took
title as joint tenants or tenants in common, there is no new basis as to
the surviving spouse’s one-half. Thus, taxpayers in community property
states are being treated in a manner inconsistent with non-communityproperty state taxpayers. In addition, in order to avail themselves of
a consistent treatment (by continuing to hold community property as
community property), taxpayers in community property states are fore
closed from obtaining the benefits (ease of passage of title, avoidance of
probate costs, etc.) that would otherwise be available if they would
take title to their community property as either joint tenants, etc.
Enactment of the foregoing recommendation would correct this
unfair treatment.

SECTION 1032
Gain on Lapse of W arrants on Corporation's
Own Stock
Amounts received by a corporation for warrants and options on that
corporation’s own stock should be treated in the same fashion as the
proceeds of the sale of such stock whether or not the options or war
rants are ultimately exercised and stock issued. [Section 1032(a)]
Regulations Section 1.1234-1(b) and Revenue Ruling 72-198 (19721 CB 223) hold that ordinary income results upon the expiration of
warrants on a corporation’s own stock. There seems to be no reason
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why the character of the gam or loss in such a situation should not be
determined relative to the gain or loss that would be recognized on the
underlying property.
Since the sale of the stock itself would not result in income, neither
should the sale of the warrants or options. The present IRS interpreta
tion puts a premium on form at the expense of substance. For example,
corporation X sells its common stock for $10 a share and three years
later buys the stock back for $8 a share as the result of a decline in
the market value of the stock. Under Section 1032, no gain is recog
nized to corporation X. Corporation Y sells options on its stock,
allowing the holder thereof to buy the stock at $10 per share, and
receives $2 for each optioned share. Three years later, the stock having
declined to $8, the warrants expire unexercised. Corporation Y would
be deemed to have realized $2 per share of gain for tax purposes, even
though for financial accounting purposes the $2 would be treated as
part of capital surplus in the same fashion as the $2 realized by
corporation X.

SECTION 1032
Exchange of Parent Corporation's
Stock for Property
The nonrecognition of gain or loss provided under Section 1032(a)
where a corporation exchanges its stock for property should also apply
where a subsidiary acquires property in exchange for stock of its parent
transferred to it for the purpose of making such exchange.
Where a corporation acquires property in exchange for its stock,
no gain or loss is recognized to the corporation by virtue of Section
1032(a), and the basis of the property acquired is its cost, i.e., the
value of the stock given. If the property is then transferred to a con
trolled subsidiary as a capital contribution or in exchange for stock
of the subsidiary, the exchange would result in no gain or loss to the
parent or to the subsidiary (see Sections 351, 118, and 1032(a)), and
the parent’s basis for the property would pass to the subsidiary under
Section 362(a).
If, however, the parent transfers its stock to the subsidiary, and the
subsidiary directly acquires the property in a transaction in exchange
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for such stock of the parent, there may be adverse tax consequences,
although the substance of the transaction is the same as in the case
where the parent acquires the property and transfers it to the subsidiary.
The tax uncertainty is whether the parent’s stock has any basis in the
hands of the subsidiary. If there is no basis, the subsidiary would have
a taxable gain equal to the value of such stock upon the exchange of
the stock for property. This difference in tax treatment should not
exist, particularly where the parent’s stock is transferred to the sub
sidiary for the purpose of making the acquisition.
To eliminate this inconsistent treatment, it is recommended that
Section 1032(a) be amended to make its provisions applicable where
a subsidiary exchanges its parent’s stock for property, provided such
stock was transferred to the subsidiary expressly for the purpose of
such exchange. A subsidiary would qualify for this treatment only if
it were controlled by the parent within the meaning of Section 368(c).
This would also make Section 1032 consistent with the “A,” “B,” and
“C” reorganization provisions which permit use of the parent’s stock
by a subsidiary in a tax-free reorganization.

SECTION 1034
Sale or Exchange of Residence
A replacement residence should qualify if acquired during the period
ending two years after the close of the year in which the residence
was sold, and extensions of time, as under Section 1033, should be
granted for good cause shown; the special provision relating to mem
bers of the Armed Forces should be eliminated, since these and other
similar situations could be handled administratively under the exten
sion authority.
Under Section 1034, a replacement residence must be purchased
within eighteen months of the date of sale (or construction on a new
residence have commenced within eighteen months, and the new
residence occupied within two years). In our mobile society, and
especially during repeated periods of economic upheaval, there seems
no overwhelming reason for such a short time span and such a lack
of flexibility.
It is recommended that the basic approach of Section 1033, which
deals with involuntary conversions, also be applied to residences, and
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that, as in Section 1033, the taxpayer not only be allowed until the end
of the second year following the year in which the sale takes place, but
that the taxpayer also be able to get an extension of time from the IRS
for good cause shown. There would then be no necessity to set up
special rules to deal with special situations, such as the status of
members of the Armed Forces, for such situations could be handled
administratively.
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Capital Gains and Losses

SECTION 1201
Capital Gains of Corporations: Alternative Tax
When net long-term capital gains exceed taxable income, the altern a
tive tax rate should be applied to taxable income. [Section 1201(a)]
The tax liability of a corporation having an excess of ordinary deduc
tions over ordinary income (an ordinary loss), and a net long-term capi
tal gain in excess of such ordinary loss, is based upon the lesser of
1. Tax computed by applying the normal tax and surtax to taxable in
come (net long-term capital gain reduced by ordinary loss) or
2. The alternative tax of 30 percent on the amount of gain.
Irrespective of which calculation provides the lower tax, the ordinary
loss is absorbed by the net long-term capital gain. In some instances,
the taxpayer receives no benefit from the ordinary loss.
For example, a corporation has taxable income of $100,000, made
up of net long-term capital gain of $125,000 and an operating loss of
$25,000. Its tax is $37,500 (the lesser of the alternative tax rate of
30 percent applied to the entire net long-term gain or the normal tax
and surtax of $41,500 on taxable income). If the corporation had
realized only the net long-term gain, its tax still would be $37,500.
Clearly, no benefit was received from the $25,000 operating loss.
The 30 percent maximum alternative tax should be applied to tax
able income if such income is less than the net long-term capital gain.
In the foregoing example, this treatment would result in an alternative
tax of $30,000.

SECTION 1211
Treatment of Capital Losses
The $1,000 limitation on deductibility of net capital losses against
ordinary income should be eliminated. Also, individual taxpayers should
be allowed to carry back capital losses. [Sections 1211(b), 1212(b)]
Tax Policy Statement No. 1, “Taxation of Capital Gains,” issued by
the AICPA Federal Tax Division in 1974, contains the following
recommendations:
• Narrow the statutory definition of capital assets.
• Extend the holding period requirement from more than six
months to more than twelve months.
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• Provide a sliding scale of exclusions for longer holding periods.
• Extend the concept of recapture of expenditures charged against
ordinary income.
• Extend the capital loss carryback provisions to individual tax
payers.
• Eliminate (or in the alternative increase) the $1,000 limitation
on deductibility of net capital losses against ordinary income.
• Continue the present policy of not imposing capital gains tax
on unrealized appreciation of assets at death.
These positions should be adopted because of the present high rates
of tax, particularly on individuals, our economy’s great need for new
investment capital, the increasing impact of inflation, and the tax
burdens that may result from the ‘bunching” of income when sub
stantial sales of assets occur.

SECTION 1244
Qualification as Section 1244 Stock
The requirement that Section 1244 only applies if a plan exists should
be eliminated. [Sections 1244(a), 1244(c)]
Section 1244 was added to the Internal Revenue Code of 1954 by
the Small Business Tax Revision Act of 1958. The purpose of the Act
as set forth in H. R. Rep. No. 1298, 85th Cong., 1st Sess., reprinted
in 1959-2 CB 709, 711, was to aid and encourage small business. Ad
mittedly, it was not an attempt to settle all of the tax problems of small
businesses. Specifically, the House Committee on Ways and Means
summarized the primary goal of the bill as follows:
The bill is designed to increase the volume of outside funds
which will be made available for the financing of small business.
Encouragement of external financing is provided by the ordinary
loss treatment accorded investments in small business which do
not prove to be successful. In this manner the risk element in smallbusiness investment will be decreased for all such investments,
including the enterprises which ultimately succeed as well as those
which fail.
During the period since the adoption of Section 1244, a number of
cases have been litigated, most of which have denied ordinary loss treat
ment to shareholders of small business corporations. In these cases,
the stock qualified as Section 1244 stock within the meaning of Section
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1244(c), except that the corporate records did not document the ex
istence of a plan at the time of issue.
The limitations of the benefits of Section 1244 to taxpayers who
insert certain phraseology in corporate records places undue emphasis
on form and is inconsistent with the objectives of the 1958 Act. Rather
than encourage additional investment in small business, these continuing
limitations serve to stifle investment and increase the risk factor.
Accordingly, Sections 1244(a) and (c) should be amended to broaden
the scope of a qualified investment entitled to ordinary loss treatment
and to eliminate the requirement that a plan be adopted. Loss on in
vestments in small businesses in the form of stock or capital contribu
tions held by a shareholder otherwise qualifying under the limitations
of Section 1244(a) and meeting the definitional requirements of Section
1244(c)(1) (as amended) and Section 1244(c)(2) should be treated as
Section 1244 property eligible for ordinary loss treatment.

SECTION 1250
Holding Period of Property With
Transferred Basis
The holding period of Section 1250 property acquired in a transaction
where all or part of the gain was not recognized, pursuant to Sections
1031 or 1033, should include the holding period of the previously held
Section 1250 property to the extent additional depreciation on that
property will be taken into account. [Section 1250(e)]
Under Section 1250(e), the provisions of Section 1223 which deter
mine the holding period of property are not applied in determining the
applicable percentage which shall be treated as gain from the sale or
exchange of property which is neither a capital asset nor property de
scribed in Section 1231. The holding period begins when the actual
property involved was acquired or, in the case of property constructed
by the taxpayer, placed in service. Special exceptions to this rule apply
to numerous tax-free transactions including exchanges under Sections
332, 351, 721, 731, and 1034.
The holding period of property exchanged under Sections 1031 and
1033 is not added to the holding period of the property acquired in the
exchange. As a result of this rule, for the purpose of determining treat
ment on the sale or exchange of the property acquired in such transac
tions, the taxpayer must apply a percentage determined with reference
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to the date of acquisition even though the additional depreciation with
respect to the property exchanged is attributed to the property acquired
pursuant to Section 1250(d)(4)(E).
The principle of the tacking rules of Section 1223 should be applied.
The percentage based on the holding period should be computed on a
segmented basis. The holding period prior to the Section 1031 or 1033
exchange should be ascertained for purposes of determining the per
centage applicable to the additional depreciation computed at the time
of the exchange. As to depreciation after the exchange, the holding
period to determine the applicable percentage would commence with
the date of acquisition.
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Readjustment of Tax
Between Years and
Special Limitations

SECTION 1313
Meaning of " Determination"
The definition of “determination” for purposes of mitigation of the
statute of limitations should be broadened to cover any situation where
a taxpayer has paid a deficiency in tax and the statute of limitations
has expired. [Section 1313(a)]
A “determination” now is limited in the case of deficiencies to
court decisions, Section 7121 closing agreements, and special agree
ments “signed by the secretary or his delegate.” In other situations, a
“determination” can only take place as a result of a claim for refund.
To prevent Sections 1311 through 1315 being a morass for the unwary
even stickier than they otherwise will be, it should be provided that
if a taxpayer has paid a deficiency in connection with the tax for any
year, the “determination” as to such deficiency shall be deemed to take
place when the statute of limitations on filing a claim for refund ex
pires (unless a claim for refund is filed before the expiration of
such time).
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Election of Certain Small
Business Corporations as to
Taxable Status

SECTION 1371
Treatment of Corporate Joint Ventures
Joint ventures of corporate shareholders should be allowed under the
Internal Revenue Code to “flow through” current profits or losses to
the coventurers regardless of the legal organizational form used for
the ventures.
It is fairly common practice for two or more nonrelated corpora
tions to participate in a particular business venture of mutual interest
to all participants. Under existing provisions of the Internal Revenue
Code, it is possible to “flow through” current profits or losses to all
participants only if a partnership or joint venture type of organization
is used. This may be satisfactory in some cases, but the continued
prevalent use of corporate form indicates that, in spite of the tax
treatment, there are overriding reasons for use of corporations, par
ticularly in foreign operations where doing business in an unincor
porated form may not be feasible. Another widespread reason is the
limited liability afforded through a corporate form of organization.
The Internal Revenue Code should be changed to permit the current
profits or losses of the joint venture to be included in the gross income
of the participants where the venture is conducted in corporate form.
The availability of the “flow through” should be limited to corporate
shareholders whose stock ownership in the “joint venture corporation”
is at least 20 percent but less than 80 percent.
The change probably could best be accomplished by adding a new
section to the Code (possibly Section 1380) rather than through the
amendment of Section 1371.

SECTION 1375
Distributions of Previously Taxed Income
Section 1375 should be amended to prescribe that the distribution of
property other than money should be recognized as the distribution of
previously taxed income.
The Subchapter S election has proved to be substantially less useful
than was originally intended because of complex and restrictive rules
in the statute and in regulations issued by the Treasury Department, In
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particular, only a limited opportunity is granted for distribution of
previously taxed income in later years. In this respect, the rules vary
substantially from partnership treatment where withdrawal of earnings
is not a taxable event.
This problem should be remedied by amending Section 1375 to pro
vide that the distribution of property other than money should be per
mitted as a distribution of previously taxed income.
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Estate and Gift Taxes

SECTION 2014
Credit for Foreign Death Taxes
The limitation on the amount of foreign death taxes creditable against
federal estate fax should, at the option of the taxpayer, be determined
on an overall basis. [Section 2014(b)]
Section 18 of the Revenue Act of 1962 amended prior law to
eliminate the exclusion from the gross estate of real property situated
outside the United States. This increase in the ambit of federal estate
taxation focuses attention on the goal of avoiding double taxation
of estates.
The amount of foreign death taxes creditable against federal estate
tax is the lesser of two amounts under limitations computed on a per
country basis. In 1960 Congress amended the foreign income tax credit
provision in order to give taxpayers an election to compute that credit
on either a per country basis or an overall basis. The same election
should be available to fiduciaries of estates with assets in more than
one foreign country.

SECTION 2504
Valuation of Gifts Made in Prior Years
The prohibition of an adjustment of the value of gifts made and ex
clusions allowable in prior years where the statute of limitations has
expired should not depend upon the payment of gift tax. [Section
2504(c)]
Section 2504(c) now provides that the value of a gift made in a prior
year cannot be readjusted in subsequent years if the gift tax was actually
paid on the gift made in the prior year and the period of limitations for
assessment has expired for such year. This requires that taxable gifts
(gifts in excess of the allowable exclusions and deductions) must have
been made in the prior year in order for the prohibition against the
adjustment in value to be applicable.
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It appears illogical not to permit the same prohibition to apply where
no tax was payable because the allowable exclusions and deductions
equalled or exceeded the value of the annual gifts made. It therefore is
proposed that this section be amended to prohibit the adjustment of the
value of gifts made in prior years as well as the amounts excluded, if
any, with respect to such gifts, where the gift subject to valuation has
been reported, whether or not a gift tax was paid, and the period of
limitations for assessment has expired.

SECTION 2523
Gift to Spouse
The marital deduction should be determined annually.
The marital deduction should not be determined quarterly because
the quarterly determination can produce varying amounts of marital
deduction depending on the timing of the gifts during a year.
When Public Law 91-614 requiring quarterly filing of gift tax re
turns was enacted, the Senate Finance Committee stated that “the
bill retains the structure of present law insofar as the determination of
gift tax liability is concerned.” Nevertheless it is clear that a change
has taken place with respect to gifts to a spouse. Unless the reportable
amount of gifts to a spouse exceeds $6,000 in the quarter in which
the gift to a spouse first occurs, there may be a higher gift tax if the
gifts for the year exceed $3,000.
A s a result of the interplay between the annual $3,000 exclusion
and the marital deduction, the amount of gift tax can vary depending
on the timing of the gifts. In determining the amount subject to gift
tax, the exclusion is deducted first, and then the marital deduction.
Thus, if gifts to a spouse of $ 4,000 are made in each of two quarters
of the same year, the annual $3,000 exclusion will be used up in the
first quarter gift, and $1,000 will be allowed as a marital deduction.
The marital deduction in the second quarter will be $2,000, and $2,000
will be subject to gift tax. However, had the entire $8,000 been given
to the spouse in the first quarter, only $ 1,000 would be subject to gift
tax because the annual exclusion would be $3,000 and the marital
deduction would be $4,000.
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The difference in result is not logical and apparently was not intended.
A modification should be made to allow the marital deduction to
be deducted first. Before the quarterly filing requirement, it made no
difference whether the marital deduction or the annual exclusion was
deducted first. Because the annual exclusion has been retained even
with the change to quarterly filings, the tax result should likewise
be unchanged.
This proposed modification would not be necessary if gift tax returns
were filed annually, as proposed in the recommendation for Section
6019.

SECTION 6019
Gift Tax Returns
Gift tax returns should be filed annually.
Gift tax filings on a quarterly basis have caused considerably greater
administrative costs to the taxpayer and the government for the sake
of speeding up the collection of gift taxes.
Currently, taxpayers must file gift tax returns within one-and-a-half
months after the end of each quarter. Prior to the enactment of Public
Law 91-614, annual returns were due on April 15 of the following
year.
Many gift tax returns call for the payment of no tax or a very small
tax. In such cases the extra paperwork does not speed up tax col
lections. The effect of the new quarterly gift tax return filing require
ment is to make the payment of gift taxes more of a burden than the
payment of income taxes.
We recommend that gift tax returns should be filed annually, but
with an estimated gift tax return procedure where gifts in excess of
$1 0 0,000 are made. The annual return filing date should be April 15.
Even if quarterly gift tax filings are continued, the due date for the
gift tax return for the fourth quarter should be changed to April 15,
because many gifts are made at the year end and the gift tax return
filing is frequently handled by the taxpayer in conjunction with the filing
of the annual income tax return at April 15.
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SECTION 6166
Extension of Time for Payment of Estate Tax
An extension of time for the payment of estate tax where the estate
consists largely of an interest in a closely held business should be
permitted in more situations.
Section 6166(a) currently provides that deferment may be elected if
the value of a closely held business that is included in determining the
gross estate of a decedent exceeds either 35 percent of the value of the
gross estate or 50 percent of the taxable estate.
However, the term “interest in a closely held business” as defined
in Section 6166(c) limits the application to partners with 20 percent
or more of the partnership capital, unless the partnership has no more
than ten partners, and to stockholders with 20 percent or more of
the value of the voting stock, unless such corporation has no more
than ten shareholders. These limitations should be eliminated.
The 35 percent and 50 percent standards conform to the similar
standards of Section 303 permitting redemption of stock to pay
death taxes.
The present limitation to situations where there are ten or less
partners or stockholders, or where there is a 20 percent voting stock
equity or 20 percent partnership capital, is an unreasonable limitation.
A deceased 5 percent partner in a ten-man partnership could qualify,
but a deceased 15 percent partner in a fifty-man partnership would
not qualify, even though the amount involved, the percentage of the
estate, and the need for deferment of estate tax could be greater in
the latter instance.
A similar inequity can occur in closely held corporations. It is not
unusual for such a nonqualifying equity to constitute the bulk of a
decedent’s estate. Such interests are frequently not marketable, and
the ten-year deferment of estate tax could permit an orderly realization
of the moneys to pay the tax liabilities. Of course, the application of
Section 6166 should be limited to instances where the decedent’s stock
is not readily marketable.
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Employment Taxes

SECTION 3402
Income Tax Collected at Source
Section 3402(m) should be amended to allow an employee additional
allowances for deductions and credits to be taken in arriving at adjusted
gross income (as defined by Section 62).
Section 3402(m ) allows an employee additional allowances for
itemized deductions from adjusted gross income for the purpose of
withholding taxes on wages.
Section 3402(i) allows an employee to have additional withholding
deducted from his wages. Since an employer is obligated to withhold
certain amounts or percentages of wages, the additional withholding
is directed to cover income that would be subject to estimated pay
ments (Sections 6015 and 6153). There is no reason why an employee
should not also be able to have additional allowances to cover de
ductions taken in arriving at adjusted gross income and credits taken
into account in determining net tax liability.
Each year the Treasury must make tax refunds, which are at
tributable to deductions taken in arriving at adjusted gross income or
foreign tax credits on income derived and taxed abroad and which
would not otherwise generate a tax refund but for the withholding of
taxes on wages.
It is therefore recommended that Section 3402(m ) of the Internal
Revenue Code be amended to allow an employee additional allowances
not only for itemized deductions but for those deductions allowed in
arriving at adjusted gross income and certain credits. This change
will not materially affect the revenue, but will reduce the amount of
year-end tax refunds, and help reduce the technical complexity exist
ing throughout our tax system.
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Procedure and
Administration

SECTION 6015
Installment Payments of Estimated Tax by
Individuals and Corporations
Sections 6015(a) and 6154(a) should be amended to raise the minimum
amount required for individuals and corporations to pay estimated
income tax.
Section 6015 provides, in effect, that individuals are required to file
a declaration of estimated tax and pay such tax if they reasonably ex
pect the estimated tax to exceed $100.
Section 6154(a) provides that corporations that reasonably expect
their estimated tax for the year to be $40 or more shall make payments
of estimated tax.
The complexities of computation and the burden of payment re
quirements upon small businesses and individual taxpayers with limited
resources, coupled with the expense of professional advice in order to
understand and comply with these statutory requirements, necessitate
the amendment of these sections of the Internal Revenue Code.
It is therefore recommended that estimated income tax payments for
individuals be required only when it is reasonably expected that esti
mated tax will exceed $500 and that corporations be required to pay
estimated income tax only when income tax payments are reasonably
expected to exceed $1,000. These changes will not materially affect the
revenue collections but will help reduce the paperwork, filing require
ments, and technical complexity existing throughout our tax system.

SECTION 6405
Reports of Refunds and Credits
Sections 6405(a) and 6405(c) of the Code should be amended to
increase the dollar limitation therein to at least $250,000.
Section 6405(a) and (c) provides, in effect, that reports must be sub
mitted to the Joint Committee on Internal Revenue Taxation whenever
tax refunds or credits exceed $100,000. Legislative history reveals that
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a $75,000 limitation was first imposed under the Revenue Act of 1928.
It was raised to $200,000 in 1949 and reduced to $100,000 in the
Internal Revenue Code of 1954. Committee reports are silent concern
ing the 1954 reduction of the limitation.
The preparation and review of Joint Committee reports are costly
and time-consuming procedures. The requirement of these reports in
the present framework of the IRS’s activities as a necessity for equitable
administration of the tax law should be reexamined. In view of present
economic conditions, it is unrealistic to maintain a dollar limitation
enacted in 1954. This dollar limitation should be raised to at least
$250,000.

SECTION 6411
Tentative Carryback Adjustments— Foreign
T ax Credits
Tentative carryback adjustments should be permitted for unused for
eign tax credits in the same manner as now provided for operating
losses, capital losses (in the case of corporations), and investment credit
carrybacks.
Section 6411 now permits taxpayers with net operating losses, unused
investment credit carrybacks, and corporate capital losses to file appli
cations for tentative carryback adjustments (so-called “quick” claims)
within 12 months of the close of the year in which the carryback
arose. The amount of tax decrease resulting from the carryback must
be refunded or credited within ninety days, subject to the right of the
IRS to disallow the application in the case of material errors or omis
sions. The tentative allowance is subject to adjustment upon audit of
the taxpayer’s return. This provision originally applied only to net
operating loss carrybacks and was extended to unused investment
credit carrybacks in 1966 and net corporate capital losses in 1969.
The tentative adjustment procedure is designed to relieve taxpayers
entitled to tax refunds from the economic burden of waiting until the
audit of their tax returns is completed. Since examination of returns
involving foreign income and tax credits is likely to be even more pro
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tracted than the usual audit, it appears logical that tentative adjustments
of unused foreign tax credits also be permitted.

SECTION 6425
Quick Refunds (Forty-Five Days) as to Certain
Corporate Q uarterly Overpayments
Section 6425 should be amended to allow a corporate taxpayer to file,
prior to the end of the taxable year, for a “quick refund” (forty-five
days) as to certain overpayments of estimated installments.
Section 6425 provides that a corporation may, after the close of the
taxable year and on or before the fifteenth day of the third month
thereafter, and before the day on which it files a return for such taxable
year, file an application for an adjustment of an overpayment of esti
mated income tax for such taxable year. Within a period of forty-five days
from the date on which an application for an adjustment is filed, the
IRS may credit the amount of the adjustment against any liability in
respect of any tax on the part of the corporation and shall refund the
remainder to the corporation provided the amount of the adjustment
equals or exceeds (a) 10 percent of the amount estimated by the cor
poration on its application as its income tax liability for the taxable
year and (b) $500.
Section 6425 was added in 1968 in order to try to avoid corporate
overpayments as a result of the phase-out of the $100,000 exemption
and the increase of the 70 percent test to 80 percent.
However, there is no present provision which would allow a corporate
taxpayer to request a “quick refund” as to the overpayment of a specific
estimated installment; the corporation must wait until the close of its
taxable year. This does not permit the prompt refund of overpayments
needed by a corporation faced by a sharp reduction of income from
sudden business reversals.
Therefore, Section 6425 should be amended to allow a corporate tax
payer to file, prior to the end of the taxable year, for a “quick refund”
(forty-five days) as to certain overpayments of estimated installments.
The same 10 percent and $500 limitations applicable to past year-end
applications (Form 4466) should apply to these refunds.

137

SECTION 6511
Statute of Limitations on Refunds Arising From
Net Operating Loss Carrybacks
Claim for refund with respect to a net operating loss carryback should
be timely if filed within three years from due date, including extensions,
of the return for the loss year. [Section 6511(d)(2)]
If a taxpayer secures an extension for filing the tax return for a loss
year, the statute of limitations on assessment will be extended to three
years following the extended due date. Under Section 6511(d)(2), how
ever, claim for refund based on carryback of the net operating loss
must be made not later than three years following the original due date
of the return for the loss year. Thus a gap is created during which
assessment may be permitted but adjustments giving rise to additional
refunds are barred.
This gap should be eliminated by providing that a refund claim based
on a net operating loss carryback will be timely if filed not later than
the expiration of the statute of limitations for assessment of tax with
respect to the loss year.

SECTION 6601
Interest on an Underpayment on Form 7004
It should be made clear that, where a corporation has obtained an
extension of time for filing its income tax return under Section 6081(b),
interest will be charged on an underestimate only to the extent that the
correct first installment exceeds the amount actually paid as a first
installment.
A corporation is entitled to an automatic extension of time for filing
its income tax return upon the filing of Form 7004 and the payment
of one-half the estimated amount of its tax. Interest is quite properly
charged where the corporation’s estimate of its tax is less than the tax
which is ultimately shown on its return. However, the amount of such
interest is computed on a basis which is inequitable. The IRS takes
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the position that interest should be computed as if the Form 7004 were
a final return. Thus, it computes interest on the excess of the final tax
over that shown on Form 7004. The historical practice, before the en
actment of Section 6081(b), was to charge interest only on the difference
between the correct first installment and the amount paid as a first
installment. This historical practice should be the present law.
The effect of the present practice is that an interest charge would be
asserted under the following circumstances where no actual underpay
ment was involved:
Tax estimate per Form 7004
$100,000
Installment paid with Form 7004
$ 75,000
Tax per Form 1120 (final tax)
$150,000
Under these circumstances, the Treasury’s position is that interest should
be computed for three months on $25,000 (the difference between half
the final tax and half the amount shown on the Form 7004).

SECTION 6653
Underpayment of Tax Due to Negligence
Where there is an underpayment of tax due to negligence, the 5 percent
penalty should be imposed only on the tax effect of the negligently
reported items. [Section 6653(a)]
Under Section 6653(a), a penalty of 5 percent of the total amount of
any underpayment is imposed where any part of the underpayment is
due to negligence or intentional disregard of rules and regulations (but
without intent to defraud). It seems extremely harsh to impose a
penalty on the total underpayment when other adjustments to taxable
income unrelated to negligent reporting may have produced the greater
portion of the underpayment. Therefore, it is proposed that Section
6653(a) be amended to impose the penalty on underpayment due to
negligence only on that portion of the underpayment that is the result
of the negligent reporting. The portion of the underpayment due to
negligent reporting shall be the excess of (a) the tax computed after
correctly reflecting the negligently reported items over (b) the tax com
puted without correctly reflecting the negligently reported items. All
items unrelated to negligent reporting shall be correctly reflected in
both (a) and (b) in the above computation.
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SECTION 6672
100 Percent Penalty for Failure to Collect and
Pay Over Tax
The enforcement of collection of a penalty under Section 6672 should
be stayed during a period of judicial review and determination if the tax
payer posts a bond equal to 150 percent of the unpaid amount of the
penalty sought to be assessed and collected.
The penalty imposed by Section 6672 applies only to the collection,
accounting for, or payment over of all taxes imposed on a person other
than the person who is required to collect, account for, and pay over
such taxes. The Secretary of the Treasury or his delegate is given the
right to assess and collect such taxes without judicial review. Judicial
review cannot be had until at least a partial payment is made and suit
instituted for recovery of the amount so paid.
Extreme hardships could result from the application of this section.
It is possible that appreciated assets would have to be sold, resulting in
the payment of income taxes on the profit, when a court might hold
that there was no liability on the taxpayer for the penalty. Equity would
demand that a person from whom amounts are sought to be collected
under Section 6672 should have a right to post bond until such time
as his liability is determined by judicial process. The posting of a bond
of one and one-half times the amount of the tax would fully protect
any loss of revenue which could be occasioned by delay in collection
procedures.

SECTION 6901
Limitations on Assessment and Collection—
Transferee and Fiduciaries
Section 6901(c) should be amended to provide that, where an eighteenmonth prompt assessment period under Section 6501(d) has been
granted, the additional one-year assessment period for transferee liability
be added to that prompt assessment period and not to the general threeyear assessment period of Section 6501(a).
Section 6501(a) states that the amount of any tax shall be assessed
within three years after the tax return is filed.
140

Under Section 6501(d) in the case of any tax for which a return is
required in the case of a decedent or by his estate during administration
or by a corporation, the tax shall be assessed within eighteen months
after proper written request therefor by the executor, administrator, or
other fiduciary. Regulations Section 301.6501(d)-1 would indicate that
the circumstances surrounding such a request would of necessity involve
a transferee and/or a fiduciary.
Section 6901(c) provides that the period of limitations for assessment
of any transferee liability will be one year after the expiration of the
period of limitation for assessment against the transferor.
It is understood that the Code and regulations are applied by the IRS
to the effect that the one-year additional period of assessment of trans
feree liability is added to the three-year assessment period under Section
6501(a) even in circumstances where an eighteen-month assessment
period has been granted. This is an inequitable result. Section 6901(c)
should be amended to provide that, in the case of an initial transferee,
the period of limitation should be one year after the expiration of the
period of limitation for assessment against the transferor under Section
6501(a) (three years) or Section 6501(d) (eighteen months) or Section
6501(e) (six-year period for substantial omission of items).

SECTION 7502
Timely Mailing
The postmarked date of mailing should be deemed to be the date of
delivery or the date of payment. [Section 7502(e)]
Section 7502 should be amended so that all of its subsections con
form to the general rule that the postmarked date of mailing shall be
deemed to be the date of delivery or the date of payment. This is
particularly important as to the exception contained in Section 7502(e),
which imposes an undue hardship on the employer, requiring a more
rigorous monitoring of due dates than the general statute seems to
require.
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